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DISCLAIMER

This proposed Asset Protection Plan has been prepared by PF Shield under the
direction of Ima Lawyer, Attorney at Law, on the basis of information provided to Ima
Lawyer and PF Shield by Jane Doe. To the degree that any information provided is
inaccurate or incomplete, the recommendations and propositions contained herein must
be adjusted accordingly. Specifically, however, it is understood that at all times that the
following apply to Mrs. Doe:

1.

There has not occurred, nor does there currently exist, any particular event
or transaction that she reasonably expects will develop into a claim,
controversy or problem with any creditor in the future.

There exist no pending or threatened claims or lawsuits against her and
she is not a named Defendant in any lawsuit, administrative proceeding, or
other action as of this date.

Following any transfer to any company, trust, limited partnership or other
structure, she will at all times remain solvent and able to pay her
reasonably anticipated debts as they become due, with due consideration
to be given to the extent to which she has otherwise provided for the
payment of any such debts.

She is not engaged, or about to become engaged, in any business or
transaction for which remaining assets will be unreasonable in relation to
the business or transaction.



5. She does not intend to incur, or reasonable believe that she will incur,
debts beyond her ability to pay as they become due, and she does not have
the actual intent to hinder, delay or defraud any creditor or other person.

6. She does not contemplate filing for relief under the provisions of the U.S.
Bankruptcy Code or the provisions of any other law providing relief for
insolvent parties, nor is she involved in any situation, business or matter
that I reasonably anticipate would cause her to file for relief under any
Chapter of the U.S. Bankruptcy Code, or under the provisions of any other
law providing relief for insolvent parties, in the future.

7. She has read and understands the description of pertinent provisions of the
Money Laundering Control Act, found in Appendix A herein, and
confirms and represents that none of the assets which she may transfer was
derived from any of the activities specified therein, and that none of the
items of “financial misconduct,” as described therein, apply to her.

Furthermore, it is understood that the advice provided in this Proposed Asset
Protection and Estate Plan is preliminary, that circumstances upon which this advice is
based may change (including changes in Mrs. Doe’s circumstances and changes in
applicable law), and that this advice may be relied on only to the degree that it is
applicable at the time of the issuance of this Proposed Asset Protection and Estate Plan.

NOTE: Neither Ima Lawyer, PLLC, nor PF Shield are tax advisors. Any reference
to tax issues herein are general or are only estimates of potential tax liability, and
therefore may or may not apply specifically to the needs or requirements of Mrs.
Doe. Ima Lawyer and PF Shield recommend that Mrs. Doe employ the services of a
separate tax accountant or other advisor with regard to tax matters. Ima Lawyer
and PF Shield will consult with and provide any material or other assistance to any
tax advisor employed by Mrs. Doe.

NOTE: NEITHER IMA LAWYER NOR PF SHIELD CAN GUARANTEE ANY
TAX, ASSET PROTECTION, LEGAL OR ACCOUNTING OUTCOME WITH
REGARD TO ACCEPTING, IMPLEMENTING OR CARRYING OUT ANY
SUGGESTIONS OR RECOMMENDATIONS CONTAINED IN THIS REPORT.
WE HAVE ENDEAVORED TO GIVE THE BEST ADVICE POSSIBLE UNDER
EXISTING LAW AND THE FACTS AS HAVE BEEN MADE KNOWN TO US.
NONETHELESS, WE CANNOT WARRANTY THAT THE LAW WILL NOT
CHANGE, THAT YOUR PERSONAL CIRCUMSTANCES WILL NOT CHANGE,
NOR THAT THE INTERNAL REVENUE SERVICE OR A COURT WILL
AGREE WITH OUR ASSESSMENTS AND UNDERSTANDING RELATIVE TO
THIS REPORT.

CLIENT BACKGROUND

Jane Doe is a married California resident, age 47, with two adult children, Robert
Doe, age 26, and Richard Doe, age 22. Jane’s husband, John Doe, is 58. The Doe family
currently has no existing or looming creditor threats.



Jane is interested in protecting the following:

e 2 checking accounts with an aggregate balance of $30,000 (some of these
accounts receive rental income from the properties we list below);

¢ 2 IRAs (one for each spouse), each having an aggregate balance of about
$20,000;

e A 401(k) with a balance of $30,000;
e $40,000 in stocks, bonds, and cash held in a Schwab trading account.
e 2 vehicles having an aggregate FMV of about $30,000

e A personal residence, having a fair market value (FMV) of about $850,000
and about $600,000 net equity;

e An 8 unit apartment building, having an FMV of about $1.75 million and
about $1.1 million net equity;

e A 3 unit apartment building, having an FMV of about $1.05 million and about
$700,000 million net equity;

e A 7 unit apartment building, having an FMV of about $1.5 million and about
$1 million net equity;

e A rental duplex, having an FMV of about $1.2 million and about $350,000 net
equity; and

e A residential rental property, having an FMV of about $1.3 million and about
$850,000 net equity.

Total net equity of all real property is approximately $4.6 million. The Doe’s total
estate value is about $4.75 million. The gross receipts from these rental units are about
$400,000 per year, and may in the future exceed $500,000 annually.

Neither Jane nor John have a will, living trust nor any other type of estate plan.
They have, however, requested that Ima Lawyer and PF Shield make estate planning

recommendations in this report.

PROPOSED PROGRAM STRATEGY

Protection for IRAs and 401(k)s

IRAs are protected by California law from all creditor threats except divorce and
tax claims, but only to the extent those funds are necessary for the debtor’s retirement
needs.' Although IRAs are thus not completely protected by law, liquidating these funds
before age 59 & Y2 will trigger income tax liability in addition to a 10% early withdrawal



penalty. Liquidating funds after age 59 & Y2 will trigger income tax liability but no
penalty. If the Does wish to protect their IRAs, they should liquidate them and place them
in an LLC or limited partnership once each account holder is 59 & ¥2 or older.

401(k)s are protected under federal law" against all creditors except against
federal tax claims,™ and therefore we recommend no extra asset protection measures for
these funds.

An Overview of Estate Tax Liability and Estate Planning Strategies

Although lawsuits may pose a considerable threat to Jane’s wealth, her most
certain and immediate threat is estate taxes. This is because, if no estate planning is done,
it is almost 100% certain that a very large portion of Jane and John’s estate will be
forfeited to the U.S. government via estate taxes upon the last surviving spouse’s death.
Furthermore, probate proceedings in California are more complex, expensive, and time-
consuming than those of most other states, meaning a significant portion of the estate
may be lost to probate and associated legal fees.

Estate Planning is critical, due to the fact that if either John or Jane live until
2011 or later, their estate will be subject to an estate taxes of 50% or more on any
wealth over $1 million. Trying to gift assets away before their death will not
significantly reduce estate tax liability, because of the gift tax. Therefore, presuming that
the Doe’s estate grows by 8% each year, then the following estate tax will be due if the
last surviving spouse dies in one of the following years:"

TABLE 1: Estimated Estate Tax Liability for the Doe Family if
They Do No Estate Planning

YEAR LAST | ESTIMATED GROSS ESTATE ESTIMATED ESTIMATED

SPOUSE DIES | VALUE (FOR ESTATE TAX ESTATE TAX WEALTH THAT
PURPOSES) AT TIME OF LIABILITY PASSES TO HEIRS
DEATH (8% ANNUAL
GROWTH)

2011 $5,864,000 $2,494,000 $3,370,000

2014 $7,418,000 $3,382,000 $4,036,000

2017 $9,375,000 $4,458,000 $4,917,000

Note that if no estate planning is done, some of the Doe’s real estate will
almost certainly need to be sold in order to meet the estate tax liability set forth in
the above table. One way to avoid this, in addition to reducing estate tax liability, is to
buy a life insurance policy. Then, when the last spouse dies, the insurance policy will pay
for estate taxes. To make sure the insurance payout is not included in the Doe’s taxable
estate (which could increase their estate tax liability by tens or even hundreds of
thousands of dollars), the insurance policy should be placed in an Irrevocable Life
Insurance Trust (ILIT), which we discuss later in this report. In light of the foregoing,
Ima Lawyer and PF Shield recommend that the Doe family implements an integrated
estate and asset protection program. An overview of a recommended program, and the
resulting estate tax savings, are as follows:




¢ Implementing a living trust will keep assets outside of probate proceedings
and should substantially reduce potential post-mortem legal and related costs.

¢ Combining a living trust with a credit shelter trust will reduce the Doe’s
taxable estate by $1 million.

® We also recommend pour-over wills and durable powers of attorney for Mr.
and Mrs. Doe.

¢ Using the valuation discount strategy with a limited partnership that holds the
Doe’s rental properties will reduce those property’s values for estate tax
purposes by about 30%.

¢ Using a non-Qualified Personal Residence Trust (NQPRT or non-QPRT) will
remove the value of the Doe’s personal residence from their taxable estate.

e Accelerated split-gifting will allow the Doe’s to further reduce the size of their
taxable estate by about $68,000 each year if gifts are made to Robert and
Richard Doe, respectively. If there are more heirs the Does can make gifts to,
then estate tax savings will be even greater.

e Using a limited partnership with an LLC as the general partner, an equity
stripping program, and NQPRT will also protect assets from creditor threats.
However, an equity stripping program only provides asset protection with no
estate planning benefits.

e Purchasing adequate life insurance helps ensure that there will be sufficient
funds to pay Mr. and Mrs. Doe’s estate taxes. Without this extra liquidity, the
estate’s executor will probably have to sell some of their real estate to pay
estate taxes. To ensure that life insurance proceeds do not increase estate tax
liability, the life insurance should be placed in an Irrevocable Life Insurance
Trust (ILIT). If $1 million of insurance is purchased and an ILIT is not
used, estate tax liability can increase by as much as $600,000. An ILIT also
provides asset protection for a life insurance policy, to the extent it is not
protected by state law. Note that under California law, only $9,700 of a life
insurance policy’s cash value is protected from creditors."

We will explain the above strategies later in this report. For now, let’s examine
the estate tax savings that would result if all of these strategies were implemented:



TABLE 2 Estimated Estate Tax Liability with Estate Planning

YEAR LAST | ESTIMATED GROSS ESTATE ESTIMATED ESTIMATED

SPOUSE DIES | VALUE (FOR ESTATE TAX ESTATE TAX ESTATE TAX
PURPOSES) AT TIME OF LIABILITY SAVINGS OVER
DEATH (8% ANNUAL TABLE 1 TAXES
GROWTH)

2011 $2,102,000 $526,000 $1,968,000

2014 $2,789,000 $919,000 $2,463,000

2017 $3,959,757 $1,452,000 $3,006,000

It is important to note that the foregoing tables assume that the Doe’s estate will
grow by about 8% per year as property values appreciate and/or mortgages are paid
down. If their estate grows at a rate higher than 8%, estate taxes will be higher, and if the
estate grows at a lower rate, estate taxes will be lower.

Using a Living Trust, a Pour-Over Will, and a Durable Power of Attorney

NOTE: Before reading the rest of this report, we strongly recommend the Doe
family read the articles on Trust Fundamentals, Trusts for Asset Protection, and
Estate and Gift Taxes as found in Appendices B, C, and D of this report,
respectively.

The most common trust is the living trust, which is also known as the Family
Trust, Loving Trust, or Revocable Inter Vivos Trust. As we mentioned previously, the
living trust’s primary goal is to avoid probate of the grantor’s assets when he or she dies,
as well as provide for a means of managing the grantor’s assets if the grantor becomes
incapacitated.” The answer depends on the decedent’s state of residence and the size of
their estate. Probate of a more complex, large estate in a state such as California could
drag out for a couple years, and legal and other costs could reach into the hundreds of
thousands of dollars. Perhaps one drawback of probate that’s universal to all states is the
fact that anyone who wants to may access the probate records (including a list of estate
assets) during probate proceedings. A living trust allows assets to transfer from a
decedent to his or her heirs in a private and expedited manner.

Living trusts are created during the grantor’s lifetime, and the trust may be
amended or revoked by the grantor at anytime before he dies. The grantor thus retains
complete control over trust assets during his lifetime, as well as the ability to receive as
much income from the trust as he wishes. Oftentimes the grantor is the trust’s trustee
while they are still living.

Because the grantor retains complete control over trust assets, any gifts made to
the trust are gift tax free. However, there is a downside to retaining such control over a
trust. First, any assets held in a living trust are included in the grantor’s estate for the
purposes of calculating estate tax liability even though the assets are not included in the
estate for probate purposes. Furthermore, living trusts provide very little asset protection,
as it is standard procedure for a judge to order the grantor to revoke the trust so that all
assets revert back to his ownership, thus becoming subject to creditor attachment.
Remember: a creditor of a grantor can control or access trust assets to the same extent the
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grantor can. This means that a living trust should often be combined with other estate
planning or asset protection strategies, which we’ll discuss later in this report.

Upon the grantor’s death the trust becomes irrevocable, and if the grantor was
trustee then a new trustee is appointed in accordance with the trust. Usually a living trust
includes a list of successor trustees for this very occasion. Upon the grantor’s death, trust
assets are normally distributed to heirs according to the provisions of the trust. However,
this is not always the case. Perhaps the assets are not distributed until the heirs reach a
certain age, or perhaps certain beneficiaries only receive income from the trust while it
remains in force. Because trusts can be drafted in any manner so as to meet the grantor’s
needs, there will usually be some variation between trusts, even if they are the same type
of trust. This flexibility is what gives trusts much of their power. If an heir is mentally
challenged or otherwise disabled, for example, the trust could make sure that heir’s needs
are met even after the grantor dies.

Some living trusts contain provisions that will cause the creation of other trusts, or
sub-trusts, upon some triggering event, usually the grantor’s death. Credit shelter trusts
(discussed in the next section) are often created in such a manner.

For Mr. and Mrs. Doe, we recommend the creation of a single trust document that
meets the needs of both parties, meaning they will both be grantors of the trust, and if
they wish, they will both be trustees while they are alive.

Even if they have a living trust, however, PF Shield recommends that Mr. and
Mrs. Doe also have pour-over wills. This is because there will always be some assets not
held in the living trust at the time of Mr. or Mrs. Doe’s death. A pour-over will ensures
that any assets not held in trust are distributed to heirs in accordance with their wishes,
instead of according to state law. A will also allows for other needs to be met. For
example, a will could state whether a terminally ill, comatose individual wishes to remain
on life support or not. It may also be a good idea for the Doe children or another
trustworthy individual to have a durable power of attorney in the event Mr. or Mrs. Doe
becomes incapacitated or mentally incompetent (dementia, etc.) and unable to make
decisions. Mr. Doe could also have a durable power of attorney for Mrs. Doe, and vice-
versa. In the event of incapacitation, the individual who has a durable power of attorney
could make decisions on the incapacitated person’s behalf that need to be made, such as
management of finances that are not held in the living trust. A durable power of attorney
is inexpensive, but it can help avoid major inconvenience in the event of incapacitation.

Using a Credit Shelter Trust to Save $500,000 or More in Estate Taxes™

Beginning in 2011, current law provides that when an individual dies they are
taxed on all their wealth in excess of $1 million. This tax begins at 50% and progress to
as much as 60%. The first step to reducing the Doe family’s estate tax liability is the
credit shelter trust. This trust is also commonly known as the family trust, bypass trust,
A-B trust,” or non-marital trust. If the Does purchase a credit shelter trust, we will add
credit shelter trust provisions to their living trust. The provisions that create a credit
shelter trust are inactive until the death of the first spouse. After the first spouse’s death,
the living trust will direct its trustee to create a credit shelter trust in accordance with the
provisions found therein.



With the credit shelter trust, the children or other heirs (not including the spouse)
are usually the remainder beneficiaries and the surviving spouse is an income beneficiary.
The goal of the trust is to maximize each spouse’s $1 million estate tax exclusion, so that
estate taxes are only paid on a combined estate in excess of $2 million rather than $1
million. Furthermore, the credit shelter trust may provide income to the surviving spouse
during his or her lifetime. The basic strategy is for each spouse to own about half of their
combined assets or, if the combined estate is worth more than $2 million, for each spouse
to own at least $1 million in combined assets.”™ (This is not a problem in a community
property state such as California, since each spouse automatically owns 50% of marital or
“community” assets.) When one spouse dies, the other spouse keeps their $1 million, or
receives a gift from the decedent so that the surviving spouse’s property equals about $1
million in value. The excess is then placed into a credit shelter trust, with the children or
other heirs as remainder beneficiaries and the surviving spouse as an income beneficiary.

The following examples demonstrate why a credit shelter trust may be useful.

EXAMPLE 1: Dan and Mary are a married couple with a combined estate worth
$2 million. Dan owns almost all of the couple’s assets. Dan dies in 2012. In
accordance with his will, his assets pass to Mary. Because spouses may make
unlimited gifts to one another, the almost $2 million gift to Mary is tax free.
However, Mary’s estate is now worth $2 million. When she dies a year later, her
estate is valued at $2 million and her estate pays taxes on $1 million (the value of
her estate in excess of the $1 million estate tax exclusion amount), a situation that
could have been avoided if $1 million of Dan’s estate went into a credit shelter
trust instead of to Mary. If a credit shelter trust had been used, Mary’s estate
could have only been worth $1 million when she died and no estate tax would
have been due. Furthermore, she could still have received income from
investment returns on the $1 million transferred into the trust. Upon her death
both her assets and the trust assets could be distributed to Dan and Mary’s heirs
tax free.

EXAMPLE 2: Dan and Mary are a married couple who have an estate worth $2
million. All assets are in Dan’s name. In 2012, Dan dies. $1 million of his estate
goes to Mary, and the rest goes to their children. Because spouses may make
unlimited gifts to one another, the $1 million gift to Mary is tax free. The
remaining $1 million is also tax free because Dan’s estate tax exclusion amount is
$1 million. When Mary dies, her $1 million estate (we’ll assume it doesn’t grow
between the time of Dan’s death and her death) will also be under the $1 million
exclusion amount for her estate, and thus her estate will pass to heirs free of estate
taxes. However, Mary wasn’t able to receive income from the $1 million inherited
by her children from her husband. Furthermore, her children were free to
squander their inheritance, which was also exposed to their creditors. A credit
shelter trust could have avoided this.

EXAMPLE 3: Dan and Mary are a married couple who have an estate worth $2
million. $1.5 million in assets are in Dan’s name, and $500,000 is in Mary’s
name. In 2012, Mary dies. Mary’s estate is distributed to her heirs (or to a credit
shelter trust), but when Dan later dies, he still has $1.5 million in his estate, which



means he has to pay estate taxes on $500,000. The shortcoming here is that Dan
and Mary should have each owned about 50% of their combined marital estate, or
each spouse (if the combined estate is worth more than $2 million) should own at
least $1 million in their name only. If one spouse owns less than half of the
marital assets, or less than $1 million, then if that spouse dies first there is a risk
of having to pay estate taxes that otherwise could have been avoided.

As the above examples demonstrate, credit shelter trusts can be a powerful estate
planning tool. For estates worth $2 million or more, a credit shelter trust typically reduces
estate tax liability by at least $500,000.

Using a Limited Partnership for Asset Protection, Minimal Franchise Taxes, and for
Saving $800,000 or More in Estate Taxes"

The limited partnership concept is fairly simple. It is a partnership of two or more
individuals who are divided into two classes: general partners and limited partners. The
general partners manage the partnership, and the limited partners invest capital but have
no say in how the partnership is run (they may however vote on some issues, such as
whether a partner’s interest may be sold, whether a new partner may be admitted to the
company, or whether there should be a change in who manages the partnership.) Limited
partners enjoy limited liability while general partners do not. This means that limited
partners are generally not liable for company debts beyond their investment in the
partnership, while general partners may be held personally liable if partnership funds are
insufficient to pay company debts. A limited partnership will provide the Doe family with
several benefits, namely:

e (Charging order protection (a type of asset protection we’ll discuss shortly);
® Reduced estate taxes through the valuation discount strategy; and
e Potentially lower California franchise taxes when compared to an LLC.
Each of these benefits is discussed in turn below.

Charging order protection.

The charging order is a statutory provision of law wherein a creditor of a
company’s partner or owner may attach company distributions made to that individual.
However, this is generally the only remedy available to the creditor. This is so because it
would not be fair to the other partners, or to the partnership, if a creditor were able to
disrupt partnership business. Doing so would harm the other partners, who are not parties
to the debt. Consequently, the charging order does not allow the creditor to gain control
of an entity, attach the entity’s assets, or become a partner or owner of the entity. Of
critical importance is the fact that, since a charging order holder cannot control the entity,
they cannot control when distributions are made. In other words, if the entity never makes
a distribution to the debtor-partner, then the creditor never receives a distribution,
meaning their charging order is essentially worthless. Thus, partnership assets remain
locked up inside the LP safe from creditors.



To say the charging order is a benefit or “protection” is a bit of a misnomer,
because in actuality the charging order is a remedy available to creditors. However, the
remedy is so limited that it is often ineffective. That is why, if an LP is created and
operated correctly, a creditor will have no other way to reach LP assets other than the
charging order.

The Valuation Discount Strategy

Another benefit a limited partnership may provide is the valuation discount
strategy.” In essence, when property is transferred to a limited partnership, the limited
partnership interest given to the transferor in return for the property is worth less than the
property that was transferred. The reason the partnership interest is worth less than
owning the property outright is a partnership interest may be difficult or impossible to
sell to a 3" party (this is called the lack of marketability discount), and furthermore, as a
limited partner, an individual cannot control the partnership and therefore no longer has
control over the partnership (this is called the lack of control discount). Another factor
which may make a limited partnership interest worth even less is if the partnership
interest represents less than 50% of all partnership interests (this is called a minority
ownership discount), since the limited partner in this instance will not have a controlling
vote when partners vote on how to handle certain business matters. Even better, there are
generally no gift or income tax consequences to transferring the property to the
partnership. Since the LP is now the owner of the property, only the partnership interest
is included in the partner’s estate for purposes of calculating estate tax liability. If the
partnership interest is worth, for example, 30% less than the transferred property, then
that person’s taxable estate is now worth less because of the transfer, which results in
lower estate tax liability. The following example illustrates this point:

John is a single man with a net worth of $3 million. He transfers $2 million worth
of rental properties to a limited partnership, and in return he receives an interest in
the LP. For estate tax purposes, the lack of marketability and lack of control
discounts mean his partnership interest is worth 30% less than the $1 million
property. This means his gross estate is now only worth $2.4 million, resulting in
estate tax savings of about $300,000. If John’s interest in the partnership is less
than 50%, he may also be able to claim a minority owner discount, making his
partnership interest worth even less, which would lead to even greater estate tax
savings.

Potentially lower California franchise taxes.

Finally, in California, a limited partnership enjoys potentially lower estate taxes
than California LLCs. This is because a limited partnership pays a flat $800 annual state
tax regardless of its gross receipts. However, a California LLC pays a minimum $800 tax
that, depending on the amount of its gross receipts, may be as high as $12,590."

The Does should not that if their rental properties are subject to secured loans,
they should first check with the lender to make sure that transferring the home to the trust
will not trigger a due-on-sale clause. A due-on-sale clause is a provision in a loan
agreement that states that if a mortgaged property is transferred without the lender’s
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permission, the lender may immediately make the entire loan balance due. Although most
lenders are ok with such a transfer, it’s best to double-check first.

Using an LLC as the General Partner of the Limited Partnership

Although a limited partnership provides excellent charging order protection, it
still has two other weaknesses from an asset protection standpoint. The first weakness is
the general partners have no limited liability for company debts. The second weakness is,
if a creditor sues the partnership directly, then he may be able to attach any assets owned
by the partnership. We solve the first problem by making the general partner an LLC.
This LLC will only own 1% of the partnership. The LLC will hold little to no assets and
thus may be a very simple structure with a single owner. However, in order to ensure
estate tax savings are realized, neither Mr. nor Mrs. Doe should be an owner or manager
of this LLC (the chapter on limited partnerships, as found in Appendix E, explains why
this is so.) Because this LLC brings in very little revenue and holds next to no assets, its
annual gross receipts tax liability should not exceed $800.

Using an LLC as the general partner of an LP is not absolutely necessary, but we
recommend using one for maximum asset protection.

Using Equity Stripping for More Complete Protection of Real Estate Along with Lower
Overall Franchise Taxes

As we mentioned in the previous section, the second asset protection weakness,
inherent to all limited partnerships, is if a creditor sues the partnership directly, then he
may be able to attach any assets owned by the partnership. Some planners minimize this
weakness by forming multiple limited partnerships or LLCs and placing different
properties in each company (this is called the “liability segregation” or “liability
encapsulation” strategy). Thus, if one entity is sued, only the assets in that entity are at
risk; the other assets are safely locked up in the other entities. However, using multiple
entities means higher California franchise taxes. Furthermore, the assets in each entity are
still exposed to creditors to the extent a creditor obtains a judgment against any particular
entity. A final drawback is business entities such as an LP or LLC should not hold strictly
personal assets such as a home. More than one court has ruled that using a business entity
to hold a personal asset will not provide asset protection, and a creditor may seize the
personal asset notwithstanding it is held in that entity.™"

One possible solution to these drawbacks is to place all of the Does rental
properties in a single limited partnership. Depending on the business needs of limited
liability companies set up for the Does, it may be possible to use those properties as
collateral, thus essentially stripping them of their equity and making them less attractive
as targets for a claimant against the Does (for purposes of this discussion, this is
denominated “‘equity stripping”’). Depending on the needs of the business entities, the
same may also be utilized for the Doe’s home (however estate tax reduction as well as
asset protection for a home may also be achieved by a non-QPRT, which we discuss later
in this report.) It is important to note that any “equity stripping” possibility must be based
on legitimate business needs for collateralization of the encumbered properties, and
would be unacceptable or even possibly fraudulent if the purpose for such a consideration
was simply to attempt to encumber assets where no legitimate purpose is served thereby.
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A side by side comparison of using multiple entities to hold assets vs. using one
entity to hold assets and another whereby the equity stripping collateralization of those
same properties can be accomplished is illustrated in Table 3, below:

TABLE 3 The Liability Segregation Strategy vs. Equity Stripping

LIABILITY SEGREGATION | EQUITY STRIPPING + 1
STRATEGY ENTITY TO HOLD ASSETS

# OF PROPERTIES TO 5 rental properties 5 rental properties +

PROTECT (optional) 1 home

# OF ENTITIES USED 1LLCand 5LPs (LLCis |2LLCsand1LP (1 LLC
gen. partner of LPs) equity strips, and 1 LLC is

the gen. partner of the LP)

TOTAL ESTIMATED $4,800 $2,400

ANNUAL FRANCHISE TAX

LIABILITY

MAXIMUM ENTITY-OWNED | The net value of any asset | $0

ASSETS EXPOSED TO owned by the entity that is

CREDITOR ATTACK sued

How Equity Stripping Works

Equity stripping involves using an LLC to place a lien on one or more properties
to encumber them to 110-125% of their aggregate value. If this lien attaches to the
properties before a judgment or other lien attaches, the properties’ equity will be
protected from such a “hostile” lien. This is because, with the lone exception of property
tax liens, liens are enforced in the chronological order in which they are placed on a
property. For example, let’s assume a home is worth $1 million and has a mortgage of
$500,000. A judgment lien for $2 million is subsequently filed against that home. Now
suppose the judgment lien holder forecloses on their lien, and that the property is sold at a
foreclosure auction for $650,000. The first lien holder is the first in line to receive auction
proceeds, to the tune of $500,000 (the amount of the lien). The 2" lien holder then
receives what’s left over, which is $150,000 — a though the 2" lien is for the much higher
amount of $2 million. Now, let’s suppose we have the same scenario, except this time the
1 lien is for $1.25 million. If the 2" lien holder forecloses on the property, he will get
nothing from selling the property; however, he would expend a few thousand dollars in
foreclosure expenses. Thus, a properly collateralized and legitimate “equity strip” of the
property removes a creditor’s incentive to foreclose on their judgment lien against your
assets, and furthermore keeps them from seizing any of your assets’ equity.

As mentioned above, you must be aware that an equity stripping program must
have substantial economic substance and a legitimate business purpose for the loan in
order for its advantages to be enjoyed. You can’t merely set up an LLC and use it to file
liens against your properties if there is no valid reason for the lien — or if the only purpose
for the lien is to discourage a subsequent creditor. Thus, in the event that a property is
collateralized for a loan to an LLC, thus providing the equity stripping protection
discussed above, we recommend that the assets in the LLC total, at a minimum, at
least 2% (or preferably 5% or more) of the liens filed against the property. For
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example, in order for the Does to legitimately file $5 million in liens, it is our
recommendation that they contribute at least $100,000 to the LLC, or, as mentioned
above, preferably $250,000 or more. Of course, it should be pointed out that any money
contributed to this LLC will be invested or used for some profitable business endeavor,
and any profits may be distributed from the LLC at any time. In the event that the
collateralization is no longer needed, all cash or other assets held in the LLC may be
returned to its contributor.

Ima Lawyer and PF Shield will utilize the “Equity Stripping via LLC
Capitalization” method described in the article on equity stripping, found in Appendix F
of this report. The section entitled “Equity Stripping via LLC Capitalization” explains
how this works.

Using a Non-Qualified Personal Residence Trust (NQPRT) for Asset Protection and
for Saving $400,000 or More in Estate Taxes™

An NQPRT is a trust that owns a home while not being qualified for estate tax
savings under IRC §2702 (the trust that qualifies under §2702 is called a Qualified
Personal Residence Trust, or QPRT). Nonetheless, significant estate tax savings may be
realized, although not in the same way as with a QPRT.

An NQPRT is a non-self-settled, irrevocable grantor trust that buys one’s home. It
is taxed so that trust assets are not included in the grantor’s estate. Simply put, the trust
gives the grantor a self-canceling installment note (SCIN) in exchange for their home. As
we discussed in the chapter on trust fundamentals, an SCIN is a promissory note to pay a
debt in regular installments, however if the note-holder dies, then the note is cancelled
and the trust owes no further payments; the home is now owned free and clear by the
trust. As long as the promissory note’s value is equivalent to the fair market value of the
home, the transfer of the home to the trust in exchange for the SCIN is an exchange of
equivalent value and thus the transfer is much less likely to be considered fraudulent.

After the transfer, the grantors pay fair market value rent to the NQPRT for their
continued use of the home, which the NQPRT in turn uses to make payments on the
SCIN. Thus, rent payments are made to the trust, which reduces each grantor’s taxable
estate, and the trust can keep more of those payments from going back to the grantors
since it now pays little or nothing on the SCIN. When the grantors die, the home and any
rent payments that have accumulated in the trust are not included in their gross estate.
They instead pass to their heirs estate tax free; the heirs are beneficiaries of the trust.

The NQPRT is a strong asset protection tool because the home is transferred to
the trust in exchange for something of equivalent value, the SCIN, and furthermore the
grantors do not live in the home rent free. When compared to a QPRT, there is also less
risk with a NQPRT from an estate tax perspective, since there is no term of years a
grantor must survive in order to make sure the trust reduces estate tax liability.

A NQPRT is thus an excellent asset protection and estate tax reduction tool.

However, if a home is subject to a secured loan, the homeowner should first check with
the lender to make sure that transferring the home to the trust will not trigger a due-on-
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sale clause. Although most lenders are ok with such a transfer, to be safe the homeowner
should double-check first.

Further Estate Planning Opportunities: The CRT and DBETT

Although the strategies we’ve discussed thus far should reduce the Doe’s estate
tax liability by millions of dollars, there will likely still be significant estate tax liability at
the time of the last surviving spouse’s death. However, we should be able to further
reduce or even eliminate this remaining tax liability through the use of either a Charitable
Remainder Trust (CRT), a Defective Beneficiary-Taxed Trust (DBETT), or both. These
trusts are explained in detail in Appendix G of this report.

Because of their complex nature (to determine the efficacy of a DBETT, for
example, we need to actuarially determine Mr. and Mrs. Doe’s life expectancy), it would
be necessary to conduct a few hours of additional research in order to determine to what
extent these trusts may benefit the Doe family. For a nominal fee, if the Does so desire,
we will conduct this research and generate an additional report regarding the efficacy of
using a CRT and/or DBETT.

SUMMARY/RECOMMENDED COURSE OF ACTION

NOTE: All prices include attorney fees as well as CPA fees as necessary for the
implementation of your program (the CPA we use will most likely be Mr. Beancounter,
CPA, CFP see http://www.beancountercpa.com). All plans include 1 year of unlimited
consulting in connection with your program, in addition to all necessary documentation
and assistance necessary to implement your program. This includes LLC or LP
formation, operating or partnership agreements, promissory notes, quitclaim and/or lien
documents, promissory notes, service contracts, trust documents, memorandums of gifts
and all other documents as necessary. The prices quoted below do not include filing fees
to record liens or title transfers, neither do they include CPA fees for filing tax returns, or
payment of any tax.

PAYMENT OPTIONS: Any program costing $6,000 or more may be paid in two
installments: 60% up front, and the remaining 40% due upon completion of the work
(you will receive some but not all documents before we receive final payment, so that
you know the work has been done.) Otherwise payment should be made in full before we
begin work.

CORE PROGRAM PHASE 1: Asset Protection, Some Estate Tax Reduction and
Estate Planning/Probate Avoidance

Limited Partnership w/ Accelerated Gifting = $XXXX
DELLC as General Partner of Ltd Partnership = $XXX
Equity Stripping of Rental Properties = $XXXX ($XXXX to strip the

home also, however it is not
necessary to strip the home if you

use an NQPRT)
Durable Powers of Attorney (1 for each spouse) = $XXX total for both spouses
Pour-over Will = $XXXX
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Living Trust without Credit Shelter Trust = $XXXX
(A credit shelter trust could be added later)

Core 1 Total = $XXXXX

CORE PROGRAM PHASE 2: Probate Avoidance and More Estate Tax Reduction

NQPRT = $XXXX
Unified Living Trust/Credit Shelter Trust = $XXXX
(replaces and may be used in lieu of Phase 1’s

living trust; this trust will save $500,000 in estate

tax liability)

Core 2 Total = $XXXXX

RECOMMENDED OPTIONS: Buying and Protecting Life Insurance to Help
Ensure Real Property Won’t Need to be Sold to Pay Estate Taxes

Life Insurance = Depends on amount purchased; we
will refer you to an attorney who
specializes in advanced insurance
solutions. We do not receive
commissions from the sale of
insurance products

ILIT (asset-protects insurance and prevents
it from being subject to estate taxes) = $XXXX

OTHER OPTIONS: For Possible Further Estate Tax Reduction

Study to determine Estate Tax Savings of CRT = $XXX, credited towards $XXXX
cost of the CRT if it is purchased

Study to determine Estate Tax Savings of DBETT = $XXXX, credited towards $XXXX
cost of the DBETT if it is purchased

Please allow 4-6 weeks from the date of sending payment for us to implement an
LLC, limited partnership, living trust, equity stripping and/or credit shelter trust. An
ILIT, NQPRT, DBETT, and/or CRT will take 2-3 months to complete. Ima Lawyer
accepts payment in cash or certified funds (such as a certified check) made payable to
Ima Lawyer, PLLC. If you need us to expedite the work, let us know and we will discuss
accommodating your proposed deadline.

If you have any questions, feel free to call IMA LAWYER, PLLC (801-328-
0300); email: Imalawyer @ XXXXXX.com; or PF Shield (Ryan Fowler or Tim Costello)
at 800-798-2008, or send us an e-mail at privacyconsultant @hush.com. We look forward
to serving you!
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APPENDIX A

DESCRIPTION OF PERTINENT PROVISIONS OF THE
MONEY LAUNDERING CONTROL ACT:

The Money Laundering Control Act (“the Act”) makes it criminal for anyone to
conduct or attempt to conduct certain financial activities which involve the proceeds of
unlawful activities. As the transfer of assets into a limited partnership, trust, or other
entity may constitute a financial activity within the scope of the Act, it is necessary that
you swear under oath that none of the assets intended to be transferred into such entities
was derived from any of the criminal activities specified in the Act.

The specified unlawful activities under the Act consist primarily of drug-
trafficking offenses, financial misconduct, and environmental crimes. Drug-trafficking
offenses include the manufacture, importation, sale or distribution of controlled
substances; the commission of acts constituting a continuing criminal enterprise; the
illegal procurement of essential or precursor chemicals; and transportation of drug
paraphernalia.

Covered financial misconduct includes the concealment of assets from a receiver,
custodian, trustee, marshal, or other officer of the court, from creditors in a bankruptcy
proceeding, or from the Federal Deposit Insurance Corporation, the Resolution Trust
Corporation, or a similar agency or person; the making of a fraudulent conveyance in
contemplation of a bankruptcy proceeding or with the intent to defeat the bankruptcy law;
the giving of false oaths or claims in relation to a bankruptcy proceeding; bribery; the
giving of commissions or gifts for the procurement of loans; theft, embezzlement, or
misapplication of bank funds or funds of other lending, credit or insurance institutions;
the making of fraudulent bank or credit institution entries on loan or credit applications;
and mail, wire or bank fraud, or bank or postal robbery or theft.

Environmental crimes include violations of the Federal Water Pollution Control
Act, the Ocean Dumping Act, the Safe Drinking Water Act, the Resources Conservation
and Recovery Act, and similar federal statutes.

Other specified crimes include counterfeiting, espionage, kidnapping or hostage-
taking, copyright infringement, entry of goods by means of false statements, smuggling
goods into the united States, removing goods from the custody of customs, illegally
exporting arms, and trading with enemies of the United States.
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APPENDIX B

TRUST FUNDAMENTALS
By W. Ryan Fowler
© 2008 The Privacy and Financial Shield LL.C

NOTE: This article is provided for general information only, and should not be
relied on for any particular legal, tax, financial or other situation or plan.

A Brief History of Trusts

The earliest roots of the modern trust concept probably derive from the “Waqf”,
which originated in the middle-East between the 7" and 9™ century A.D.*" The Waqf is
very similar to the medieval English common law trust, and its concept was likely
borrowed from Crusaders of the 12" and 13™ century upon their return home.* In their
absence, many of these Crusaders had deeded their land and other property to another
who was to manage their estate in their absence. Unfortunately, upon their return many of
the new owners refused to return the property. At the time, there existed no provision in
English common law mandating the current property owner (in modern times known as
the “legal owner”) return the property to its rightful or “true” owner (now known as the
“equitable owner”). The Crusaders’ petitioned their King regarding this injustice, which
the King deferred to his Lord Chancellor. The Chancellor had broad power to act accord
to his conscience of what was right (which is now known as the legal concept of
“equity”). Consequently, the Chancellor established a record of deciding in favor of the
Crusaders. As a result, trust law developed from the decisions of the Chancellors’ courts,
also known as Courts of Chancery.

The Basic Trust Structure

The basic concept of a trust today is very similar to that of medieval England. A
trust is essentially a contractual relationship, although the trust itself is oftentimes treated
as a separate legal entity in much the same way a corporation or LLC is. The basic
components of any trust are the grantor, trustee, beneficiary, trust corpus, and trust
agreement. The grantor is the person who conveys property to the trustee. The grantor is
also known as a creator, maker, trustor, or settlor. The trustee holds legal ownership of
the property, and manages the property on behalf of the beneficiary. The trustee is thus a
fiduciary who is given stewardship over trust property. Each of these parties may consist
of one or more individuals, and they may be a natural person or a company or other
artificial entity. The trust corpus (also known as the principal) is the property owned and
managed by the trustee on behalf of the beneficiary, not including income that
accumulates in the trust from the investment of the corpus. Finally, the trust agreement is
the legal contract that names all parties to the trust (grantor, trustee, and beneficiary),
enumerates trust property, and specifies the terms upon which the trustee shall manage
the trust’s corpus. It also sets forth what rights to use and enjoyment of the corpus each
grantor or beneficiary has, and to what extent each grantor and beneficiary may influence
or command the trustee’s management of the trust.
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Trust Objectives

The modern trust may have one or more of several objectives. These include
probate avoidance, estate tax reduction or elimination, management of assets for another
(such as a minor, or an incompetent or disabled person), asset protection, and financial
privacy.

Probate is the court-supervised process of distributing a deceased person’s
(decedent’s) wealth to his or her heirs as well as paying off the decedent’s outstanding
debts. Many people wish to avoid probate because it can take a long time, often up to 2
years, to complete. Furthermore, legal and administrative costs can be very high. It is not
unheard of for a $1 million estate to incur $50,000 in legal and other related fees during
probate. Probate avoidance is usually accomplished by transferring the bulk of one’s
assets to a trust. Because the trust now owns the property, upon the person’s death those
assets are no longer in the decedent’s estate, although they may still be subject to estate
taxes. With the trust owning the property instead of the decedent, trust assets may pass to
heirs independent of probate, according to the trust’s terMrs. We discuss probate
avoidance in more detail in this book’s chapter on estate planning trusts.

Estate tax reduction or elimination is the primary focus of many trusts. These
taxes can be very heavy — up to 55%! Estate planners primarily use trusts to legally avoid
these taxes. The Internal Revenue Code™" (IRC) contains many rules governing the
proper use of such trusts, and as a result these trusts are often, unsurprisingly, very
complex. As a general rule, any trust that may be revoked or amended during the
grantor’s lifetime does not reduce estate tax liability. However, an irrevocable trust that is
taxed separately from the grantor and his estate, wherein assets are gifted or sold to the
trust, will often reduce estate tax liability if it is structured correctly. Furthermore, once
those assets are transferred outside one’s taxable estate, any appreciation in trust assets or
trust income will be free of estate taxes, even if the transfer results in a taxable gift for the
grantor. This “freezing” of estate tax liability against future growth or income of a trust
asset is commonly referred to as an estate freeze.

The original purpose for trusts was to manage assets for those who are unable to
competently to do so themselves. This is a common purpose for trusts today, and modern
trusts often accomplish this and other objectives simultaneously. For example, an
irrevocable trust may be created to pass wealth to one’s heirs free of probate, but it may
also effect an estate freeze and thus reduce estate tax liability, as well as manage the
assets for the heirs who lack the age and maturity to do so for themselves. Furthermore,
the trust may protect the funds from creditors of both the grantor and the beneficiaries.
The wealthy “trust fund babies” are a prime example of why such trusts are used. Wealth
continues to the next generation, but the transfer is done via a trust so the wealth is not
squandered by the beneficiary or his creditors. In a similar vein, other trusts are created to
ensure a mentally or physically challenged individual is taken care of.

Asset protection may or may not be an achievable goal with a trust, depending on
the type of trust and the grantor’s circumstances. A revocable trust offers very little asset
protection; if challenged a judge typically orders the grantor to terminate the trust, or he
may allow the creditor to seize trust assets outright.”"" A domestic trust where the grantor
is also the beneficiary (also known as a “self-settled” trust) offers no asset protection in
42 of 50 states, as the laws of those states allow a grantor’s creditor to attach any asset
the grantor placed in such a trust.*™ The exception are the eight states that have passed
Domestic Asset Protection Trust (DAPT) legislation,™ however even these trust assets
are vulnerable to creditor attachment until two to four years after the transfer (the
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duration where assets remain attachable depends on a particular state’s statute of
limitations.) Furthermore, these trusts are vulnerable in bankruptcy (as we’ll discuss in
the next chapter), and they are also vulnerable to creditors if the asset, trustee, and
grantors are not all located in a pro-DAPT state. Depending on the circumstances, these
shortcomings may or may not also extend to offshore asset protection trusts (OAPTS).
We’ll discuss DAPT and OAPT strengths and weaknesses in the following chapter.

With the foregoing in mind, using the correct trust in the correct situation may
provide very substantial asset protection. However, trusts are most effective when their
asset protection provisions are coupled with an estate planning or other valid purpose.
The method of funding a trust may also reinforce or detract from its effectiveness as an
asset protection vehicle.

Another advantage of trusts is financial privacy. Most trusts are not required to be
registered with any government authority.”™ Compare this to a will, which is filed with
the county recorder’s office and available to the general public. Trusts have long been
used as a privacy tool for grantors and beneficiaries. For example, if a house is titled in a
trust, only the trustee’s name appears on the title. However, in modern times where e-
mails, phone calls, and financial transactions are all traceable, a trust’s privacy should not
be considered failsafe. Trusts give limited privacy at best; anyone who hires a private
investigator will probably be able to find out who’s behind a trust. This is why financial
privacy in general, though beneficial, should never be the foundation of an asset
protection plan.

Trust Terminology

Trust law frequently uses many terms to describe a trust’s features. Knowing the
jargon of trust terminology is essential to understanding trusts in general. This section
explains the most common terMrs.

Self-settled trusts are trusts where the grantor continues to enjoy benefit or use of
trust assets to some extent, regardless of whether the grantor is a named
beneficiary of the trust. The term is used to differentiate between self-settled and
non-self-settled irrevocable trusts (or rather, trusts that have no asset protection
and trusts that do), as most revocable trusts are self-settled during the grantor’s
lifetime provide no meaningful asset protection in any case. An example of a self-
settled trust is a where a grantor transfers a home to a trust but continues to live in
the home rent-free. Generally speaking, and not including states that allow
DAPTS, to the extent a grantor retains use and enjoyment of an asset, the grantor’s
creditor may attach the asset. For example, a qualified personal trust (QPRT) is a
trust where the grantor only retains the right to live in a home rent-free for a
limited number of years. If the grantor is sued, a creditor may not be able to seize
the home outright, but he could seize the right to live in the home. Perhaps the
creditor could rent out the home thus creating an income stream to satisfy his
judgment. Some trusts, especially Pure Trusts (which we discuss in the next
chapter), include language that appears to not allow a grantor to benefit from or
use trust assets. However, if the grantor actually uses or enjoys the asset, then the
form (what the trust says) is overlooked by a judge, who will only rule according
to the substance (what is actually happening) of the arrangement.
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Non-self settled trusts are trusts where the grantor retains no control over trust
assets, neither does he continue to benefit from trusts assets in any manner
whatsoever. If a trust is both irrevocable and non-self-settled, then its assets are
probably safe from creditors if they are transferred to the trust long before any
specific creditor threat materializes or is anticipated. If a creditor threat arises
before the trust is funded, then the manner of transfer to the trust will be very
important in determining whether or not the transfer is fraudulent. If the transfer is
fraudulent, of course, the trust will then fail unless the transfer is made to an
offshore trust. Even then, an offshore trust may not protect against fraudulent
transfer rulings, as we’ll soon discuss.

Inter vivos means “during one’s life” and includes all trusts created while the
grantor is still alive. The revocable living trust, or simply living trust, is a very
common estate planning tool whose primary objective is to avoid probate of the
grantor’s assets when he dies.

Testamentary trusts are trusts created upon the grantor’s death. Testamentary
trusts are far less common than they used to be, however they are sometimes still
created, often according to the terms of one’s will. Testamentary trusts generally
don’t reduce estate tax liability, nor do they keep assets out of probate.

Revocable trusts are trusts that may be amended or revoked (terminated) by the
grantor. Living trusts are usually revocable. No revocable trust provides
meaningful asset protection or estate tax reduction, although probate may be
avoided.

Irrevocable trusts are trusts that may not be amended or revoked by the grantor.
The grantor may retain an interest in trust assets, or some control over the assets,
however an irrevocable trust will only completely protect trust assets from a
grantor’s creditor if the grantor retains no right to use or enjoy the asset, or
receive proceeds from the sale of assets. Furthermore, control over an asset must
be very limited or asset protection will not be achieved. For example, if the
grantor retains the right to change the trust’s beneficiaries, then a judge could
order the grantor to make his creditor a trust beneficiary.

Domestic trusts are trusts sitused in the U.S. Both the trustee and trust assets
reside in the U.S.

Offshore or foreign trusts are trusts sitused in a non-U.S. jurisdiction. If either the
trustee or trust assets are located outside of the U.S. or its territories, then the trust
is generally considered foreign, at least for tax purposes. Some offshore trusts
hold assets in the U.S. with an offshore trustee, however in many (not all)
situations both the trustee and trust property must be located offshore to achieve
meaningful asset protection.

Grantor trusts are defined by § 671 of the Internal Revenue Code. A grantor trust
is a trust wherein the grantor retains certain powers over the trust, which results in
the trust being disregarded as separate from the owner for tax purposes (although
trust assets are still deemed to not be legally owned by the grantor or
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beneficiaries.) Gifts from a grantor to his grantor trust are not subject to gift taxes,
and all trust income is treated as if it were earned by the grantor. On the
downside, grantor trust assets are considered part of the grantor’s taxable estate
when he dies. Grantor trusts do not generally apply for a tax ID number (EIN).*™"
Although all revocable trusts are grantor trusts, not all irrevocable trusts are
grantor trusts. For example, a trust could be irrevocable, but the grantor could
reserve the right to direct the trustee to use trust funds to purchase or make
payments on a life insurance policy that insures the life of the grantor or his
spouse. Under § 677(a)(3) of the IRC, this would make this trust a grantor trust,
even if the grantor retained no power to revoke, amend, or otherwise control the
trustee or trust assets.

Non-grantor trusts are also defined by the IRC. They are trusts where the grantor
retains no control over or beneficial enjoyment of trust assets. Non-grantor trusts
should have an EIN and file their own tax returns, and taxes are paid either by the
trust or the beneficiaries. A gift to a non-grantor trust is subject to gift taxes unless
the gift qualifies for the $12,000 annual gift tax exclusion (this amount is $24,000
for married couples under the Internal Revenue Code’s “split-gifting” rules.)™"
Another drawback of non-grantor trusts is the tax on trust income (over a
marginal amount) is generally taxed at the highest income tax rate.”™"

Simple Trusts are non-grantor trusts that distribute all trust income to beneficiaries
at least annually, do not distribute trust corpus, and do not have special provisions
to contribute, use, or set aside trust assets for charity.

Complex Trusts are non-grantor trusts that do not meet the requirements of being
a simple trust in a given tax year. Depending upon the trust’s language and its
operation from year to year, a trust may be taxed as a simple trust one year and a
complex trust the next year. The terms “simple trust” and “complex trust” are
defined in the IRC.™ Complex trusts are taxed in a slightly different manner than
simple trusts, but like simple trusts they get an income tax deduction for income
distributed to beneficiaries, as well as a deduction for any amount contributed to
charity.

Non-perpetual trusts are trusts that automatically terminate after a number of
years. Most states require trusts to be non-perpetual. These laws mandate that a
trust cannot last more than 21 years beyond the life of the last surviving
beneficiary. This is known as the rule against perpetuities. Some jurisdictions,
however, have abolished the rule against perpetuities and allow trusts to exist
perpetually.

Perpetual or “dynasty” trusts are trusts that may last indefinitely. Only some
jurisdictions allow dynasty trusts. Once an asset is outside of the grantor’s taxable
estate, it can be used to generate income for future heirs without the asset itself
having to pass to heirs. This means the asset will never be subject to estate taxes
upon the death of any heir or descendant of the grantor.”™"" Consequently, dynasty
trusts can be a powerful estate planning tool, although they may be subject, at
least initially, to generation-skipping taxes.
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Common law trusts are governed by common law. Common law, as used in the
U.S., originated in England and is based on the precedent of the courts rather than
legislative (statutory) laws. Since all states have now passed some sort of
legislation governing trusts to some extent, one may argue a U.S.-based common
law trust is a thing of the past.

Statutory trusts are generally trusts enumerated in the Internal Revenue Code.
Statutory trusts are most often used to gain a specific tax benefit as specifically
provided for under the IRC. Some states have also passed laws allowing for
specific types of trusts, such as the Illinois land trust, Massachusetts business
trust, or the Domestic Asset Protection Trust (DAPT). These trusts may also be
considered statutory trusts.

Trust Remainder includes all assets to be distributed from the trust upon its
termination. A remainder beneficiary is thus a beneficiary entitled to a portion of
such distribution.

Some of the foregoing terms may be combined together in order to describe the
characteristics of a particular trust. For example, an irrevocable, non-self-settled inter
vivos grantor trust is a trust created while the grantor is still living, wherein the grantor
retains no beneficial enjoyment or use of trust assets, pays all the taxes for trust income,
and retains no power to revoke or amend the trust.

22



APPENDIX C

TRUSTS FOR ASSET PROTECTION
By W. Ryan Fowler
© 2008 The Privacy and Financial Shield LL.C

NOTE: This article is provided for general information only, and should not be
relied on for any particular legal, tax, financial or other situation or plan.

Asset Protection Provisions Used in Trusts

First and foremost, all trusts must be irrevocable to provide any meaningful asset
protection. The grantor must give up beneficial use, enjoyment, and control of trust
assets. We further caution that any trust whose trustee may be influenced by the grantor
may not provide meaningful asset protection in all instances. The courts regularly
scrutinize the relationship between the grantor and trustee to see if the trustee is indeed
independent of the grantor, or is merely someone who holds legal title to assets while
following the grantor’s direction. If the grantor holds influence over the trustee, then the
trust may fail to protect one’s assets. As one judge succinctly stated:

“...the query must be: is this a trust over which the beneficiary [who in this case
is also the trust’s grantor] lacks any control, such that the beneficiary is simply
that and nothing more, and regardless of what she does or says, she lacks the
power to repatriate these assets [out of the trust]? -- or, does the beneficiary retain
such control that she has the power vested in her... to repatriate the corpus? If
she has such power, then this asset is no different than any other asset... Once the
power of the person who is either the owner or the beneficiary of the asset to
repatriate is established, the court can require that person to repatriate the
funds.”

In light of the foregoing, the most solid trust will have an impartial third party,
such as a bank or professional trust company, as its trustee. Obviously, then, obtaining
solid asset protection with a trust is usually more costly and inconvenient than using an
LLC or LP, wherein the manager’s relationship to its owners is usually not an issue. A
trust should also not be self-settled, with the limited exception of offshore trusts and
properly structured trusts in pro-DAPT states. As we’ve stated previously, self-settled
trusts do not provide asset protection in 42 of 50 states. For example, Texas Trust Code,
§112.035(d) states:

“If the settlor is also a beneficiary of the trust, a provision restraining the
voluntary or involuntary transfer of his beneficial interest does not prevent his
creditors from satisfying claims from his interest in the trust estate.”

Even if one were to refer to common law, common law does not allow self-settled

trusts to protect assets. This has been the norm since the Statute of Queen Elizabeth in
1571. Much like the abolishment of a trust’s rule against perpetuities, such a trust will be
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protected from the grantor’s creditors only if a state has passed specific legislation to
provide for such.

Assuming a trust is irrevocable, not-self-settled (except in pro-DAPT states), and
has an impartial 3" party as a trustee, we must furthermore reinforce a trust against
creditors with specific anti-creditor provisions. The right provisions also preclude the
creditor from exercising any rights that the beneficiary may have to anticipate income, or
any other powers of appointment (that is, the power to change who receives the trust’s
principal or income) that would weaken the beneficiary’s protection.

The first important asset protection clause is the spendthrift clause, which directly
protects the trust assets from the beneficiaries’ creditors. Specifically, the anti-alienation
clause prohibits the trustee from transferring trust assets to anyone other than the
beneficiary, which, of course, includes creditors of the trust beneficiary(ies). The
spendthrift or anti-alienation clause expressly precludes any party with an interest
adverse to the beneficiary (a creditor, ex-spouse, etc.) from making a claim against either
the beneficiaries’ share of the trust principal or any income distributions.

The spendthrift clause will not in itself always provide absolute protection. For
example, several states do not fully enforce spendthrift provisions, and a spendthrift
clause may not fully protect trust assets if a beneficiary declares bankruptcy, files for
divorce, or has certain delinquent tax debts. Also, it does not protect income distributions
after they have been made. Furthermore, spendthrift provisions are often poorly drafted
or not comprehensively interpreted. This may or may not be an issue, depending on state
law. For example, Texas law states: “[a] declaration in a trust instrument that the interest
of a beneficiary shall be held subject to a "spendthrift trust” is sufficient to restrain
voluntary or involuntary alienation of the interest...”**""" In this instance, then, merely
mentioning that the trust is a spendthrift trust is sufficient. Nonetheless, the level of
protection afforded under the jurisdiction of many states is based on the trust agreement’s
language, which directly correlates to the skill of the drafter.

Another important protective measure is to grant the trustee maximum
discretionary powers. For example, if a trust specifies that a beneficiary is to receive a
trust distribution at age 25, the trust’s drafter should also consider whether those
distributions are safe if the beneficiary has a judgment creditor or a spouse planning
divorce when the beneficiary reaches age 25. From an asset protection standpoint, a
trustee would ideally have the right to withhold income and principal distributions that
would otherwise be payable to the beneficiary, whenever the trustee believes the funds
would be wasted or claimed by the beneficiary’s creditors. The discretionary clause also
prevents a wasteful beneficiary from depleting or wasting trust assets; which is especially
important for grantors whose children are beneficiaries.

Although a child or other beneficiary may responsibly handle his or her
inheritance, the same may not be true for the beneficiary’s spouse. Discretionary and
spendthrift provisions can therefore help to keep the trust principal intact if a beneficiary
dies or divorces. The spendthrift and discretionary clauses help to protect trust assets
from beneficiaries’ creditors by allowing the trustee the authority to withhold payments
to any beneficiary while under creditor attack. The beneficiary’s creditor cannot force a
trustee to distribute assets to the beneficiary. The creditor’s remedy is to claim whatever
payments are actually paid by the trustee and received by the beneficiary; however, a
trustee can always directly pay third parties on behalf of a beneficiary.

While the spendthrift clause allows the trustee to withhold payments to a
beneficiary with creditors, an anti-alienation clause goes further. It prohibits the trustee
from distributing trust income or principal to anyone other than the named beneficiaries.
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In addition to a trust’s discretionary powers, sprinkling provisions may be added.
Sprinkling provisions are gaining popularity for trusts that are expected to be in force for
ten or more years, where the future income or tax situation for each beneficiary is
uncertain. The trustee can then modify distributions from the trust through a ‘sprinkling’
provision that grants the trustee the authority to either disburse or retain principal and
income for the duration of the trust, thus determining what each beneficiary receives and
when.

The trust grantor is the one who specifies what criteria the trustee will follow
when determining distributions, and the grantor may set minimum income distributions
when the beneficiary is a spouse or dependent child. As with a discretionary clause, the
sprinkling trust provides for greater asset protection provided the grantor retains no rights
to modify or revoke the trust. Moreover, a beneficiary cannot be a trustee. Although
legally permissible, the trust assets in such an instance would then become vulnerable to
creditors of the trustee-beneficiary. A trustee who can distribute trust assets to himself as
the beneficiary allows his creditors to stand in his place for purposes of forcing
distributions of trust funds, which the creditor can then seize.

A simple example of how a trust that includes the aforementioned protective
provisions works is through the example of a New York accountant client. Tom owned
$600,000 in mutual funds that he wished to leave to his two adult children, Dan and
Heather. Tom and his wife could live quite comfortably without these mutual funds, and
he also wanted to save estate taxes as well as provide some security to his children. Tom,
however, had concerns that his children would unwisely spend their inheritance. Tom’s
concerns were resolved by establishing an irrevocable trust, naming his local bank as the
trustee. Tom expressed to the trust officer his distribution preferences, which were
incorporated within the trust documents. Tom and his wife funded the trust with an
additional $24,000 in mutual funds annually so that their gifts to the trust would be tax-
free. Since the trust was irrevocable, neither Tom’s nor his wife’s future creditors could
seize these funds. The trust’s anti-alienation, spendthrift, and discretionary provisions
also protected the trust funds from his children’s poor spending habits, as well as from
their own possible divorce or lawsuits.

Tom correctly foresaw that the trusts would have substantial value. He also could
foresee the possibility of its vulnerability due to his children’s own lifestyles. With the
irrevocable trust, Tom fully protected his mutual funds from his own creditors, gifted
them tax-free to his children, reduced his estate taxes, provided for his children’s future
(which he intended to do through his will or living trust), and simultaneously protected
the trust funds from his children’s creditors.

A final caution regarding asset protection trust provisions and creditors: although
these clauses may be effective against non-government creditors and even state tax
authorities, the IRS may ignore spendthrift provisions if a trust beneficiary owes back
taxes. Likewise, this may also be the case with other federal agencies. The rationale
allowing the IRS to ignore anti-creditor trust provisions that are otherwise upheld by
courts is found in Bank One Ohio Trust Co. v. U.S., an excerpt of which states:

“The spendthrift provision... clearly imposed restraints on the alienation of [the
beneficiary’s] interest... as would be true in most states, these restraints on
alienation are enforceable in Ohio... Under the great weight of federal authority,
however, such restraints on alienation are not effective to prevent a federal tax
lien from attaching... state-law restraints on the alienation of property rights
created under the state law do not affect the status of such rights as ‘property’ or
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‘rights to property’ within the meaning of those terms... A restraint on alienation
...thus ‘cannot serve to defeat the federal tax lien.””™"

Although it is rare for the IRS to attach a beneficiary’s interest in a spendthrift
trust, nonetheless this case serves as a warning that even a trust whose assets are
otherwise protected may be ineffective against federal tax liens and levies. Contrast this
with the LLC, whose assets the IRS has admitted it cannot attach if the LLC is structured
and operated properly.™ We examine why this is so in the chapter entitled “Asset
Protection and the IRS”.

Funding a Trust with Installment Notes (Including Self-Canceling Installment Notes
(SCINs))

The Uniform Fraudulent Transfers Act (UFTA) makes certain transfers to trusts
more vulnerable to fraudulent transfer rulings than if the same transfer were made to an
LLC or limited partnership.”™™ This is because transfers to a trust are often done as a gift.
In contrast, a transfer to an LLC or LP involves an exchange of equivalent value, because
the transferor typically receives a company interest equivalent to the value of his transfer.
A transfer that involves an exchange of equivalent value has a reduced risk of being
deemed fraudulent.

To avoid the fraudulent transfer vulnerability typical of trust funding, one may
have a trust purchase assets for fair market value rather than accept the assets as a gift.
This is most easily accomplished with a promissory installment note, which is a note the
trust gives to the seller, wherein it promises to pay for the asset over time with interest. If
the promissory note carries adequate interest (usually 5% or more; 7% or more is
preferable if the note is unsecured), then a trust’s issuance of a promissory note to pay for
a purchase will be an exchange of equivalent value. In some instances, payments could
then be “forgiven”, tax free, by up to $12,000 per year, or $24,000 per year if the grantors
are husband and wife, but for maximum asset protection this should only be done after
the fraudulent transfer statute of limitations has expired. Payments may also be made
from trust principal or with earnings accrued from investing trust assets. Such payments
would then be akin to an annuity for the grantor, providing guaranteed income over the
term of the note.

One popular method of funding a trust is with a self-canceling installment note
(SCIN). An SCIN is like a normal promissory note that gradually pays off a debt, with
one important difference: if the seller (the grantor) dies before the note is repaid, then the
buyer (the trust) has no obligation to pay the note’s remaining balance. In other words,
the note “self-cancels” upon the seller’s death. This type of note, of course, carries a
greater risk of not being completely repaid, and therefore its interest rate should be
markedly higher in accordance with the seller’s actuarially determined life expectancy. In
addition to reinforcing against a fraudulent transfer ruling, the SCIN avoids potential gift
tax liability when transferring assets to a non-grantor trust. Furthermore, the SCIN
transfers assets outside the grantor’s taxable estate, thus freeing future asset growth from
estate tax liability and, if the grantor dies before the note is fully repaid, then estate tax
savings are realized in proportion to the note’s unpaid balance. However, in order to
avoid private annuity tax treatment, the note should be structured so as to complete the
sale before the end of the seller’s actuarially determined life expectancy.*

One last note of caution when using installment notes: although they do not allow
a creditor to attach the trust’s corpus, a creditor may seize the promissory note and thus
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attach payments as they are made. Therefore, any SCIN or other installment note should
be transferred to an LLC or LP (usually as a contribution of capital) to mitigate this risk.

Offshore Asset Protection Trusts (OAPTs)

Offshore asset protection trusts (OAPTs) are probably the most readily
identifiable asset protection tool. After all, an LLC is more often used to simply run a
business than protect assets. OAPTSs, however, are almost always created with asset
protection as a primary goal. Nonetheless, not all offshore trusts are OAPTs. An OAPT is
an irrevocable offshore trust that is self-settled, meaning the trust grantors are also trust
beneficiaries. Non-self-settled offshore trusts therefore do not fall within the definition of
an OAPT.

Another feature common to OAPTs is the provision for a trust “protector”’. Many
clients have concerns about moving their assets to a foreign jurisdiction. These concerns
may be compounded by the fact that they have to surrender control of these assets to a
foreign trustee. To make sure the trustee does not do anything contrary to the wishes of
the grantor, a protector is appointed. A protector is an individual who, depending on the
language of the trust, may have the right to veto trustee actions, fire the trustee, and/or
appoint a new trustee. The trust may also provide that certain actions may not be
unilaterally performed by the trustee without first obtaining the protector’s consent.
Although sometimes a protector is a U.S. person, it’s best if the protector is foreign so as
not to be subject to a U.S. court order.

Because domestic self-settled trusts provide little or no asset protection in most
states, planners began setting up trusts in certain foreign jurisdictions that guaranteed
asset protection for self-settled trusts. Unfortunately, over time offshore trusts have
developed a stigma that sometimes negatively affects their efficacy. There have been a
small number of cases wherein the grantor was ordered by a court to repatriate assets
back to the U.S., so their creditors could attach them.”™" The grantors claimed an
inability to repatriate assets (this is called the “impossibility defense”), however the judge
did not believe them, and thus they were incarcerated for civil contempt when they failed
to comply with the repatriation order. As one judge put it, “[i]n the asset protection trust
context...the burden on the party asserting an impossibility defense [to a civil contempt
of court charge] will be particularly high because of the likelihood that any attempted
compliance with the court's order will be merely a charade rather than a good faith effort
to comply."**" These cases usually involved a flawed trust structure, such as was the
case in FTC v. Affordable Media LLC. In this case, the trust grantors retained the right (as
trust protectors) to repatriate trust assets until they resigned as protectors shortly before
their case was decided. Nonetheless, it would be irresponsible for any offshore planner to
ignore the impact these cases undoubtedly have had.

The foregoing does not mean that OAPTSs should never be used. To the contrary,
they are often an important part of an asset protection program. However, our opinion is
an OAPT should almost never be the only line of defense in an asset protection program.
Furthermore, offshore trusts are best used when coupled with a valid estate planning
purpose. This means, in turn, that the offshore trust is most effective when it is not self-
settled, or at least some of the beneficial interest belongs to heirs rather than the grantor,
or there are residual beneficiaries after the grantor’s death. One advantage of offshore
trusts is they may be used for tax savings for the grantor’s heirs. A properly structured
offshore trust will, upon the grantor’s death, become an irrevocable trust not subject to
U.S. taxation as long as it derives no U.S.-source income. In the correct jurisdiction, this
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trust may forever be free of U.S. income and estate taxes after the grantor’s death
(however beneficiaries are taxed on distributions from the trust when they receive them).
If such a trust exists perpetually (a.k.a. a “dynasty trust”, which we’ll discuss in this
book’s chapter about estate planning trusts), these benefits may be substantial. Having
such a purpose for an offshore trust, which is a unique non-asset protection benefit that
no domestic trust could provide, will mitigate much of their stigma.

Despite the potential estate planning and other benefits an offshore trust may
provide, one must be careful not to use a trust to save on income taxes. Almost all such
tax-savings scenarios are actually considered tax-evasion schemes by the IRS. The Small
Business Job Protection Act of 1996 restricted the tax benefits available to offshore
trusts, by making it so that any transfer of assets by a U.S. person to a foreign trust would
make that trust subject to the IRC’s grantor tax rules.”™™" This means the trust’s grantor
must pay taxes on all trust income worldwide as if that income was actually received by
the grantor himself. The IRS and Congress have taken numerous steps to ensure that
attempts to circumvent this rule would not be legally permissible.

In many cases there are other ways to gain the benefits of offshore planning
without the stigma that accompanies offshore trusts. Some of these ways are also less
costly. Using an offshore LLC, for example, may be a better and less expensive
alternative. Not only is implementation usually less costly, offshore LLC management
fees are typically substantially less than offshore annual trustee fees. Combining an
offshore trust with an offshore LLC and/or foreign annuity, life insurance, or portfolio
bond policy may also be a good idea. This book’s chapter on offshore planning will
discuss these options in greater detail. Be sure to also read the chapter “Asset Protection a
Judge Will Respect” to learn how to counter the potential pitfalls that accompany a
repatriation order.

Domestic Asset Protection Trusts (DAPTs)

Because of the rising popularity of OAPTSs in the 1990’s (before there was any
adverse case law concerning such), a few U.S. states passed legislation that mimicked
that found in OAPT jurisdictions. The result is the Domestic Asset Protection Trust
(DAPT). At the time of this writing, eight states have passed DAPT legislation: Alaska,
Delaware, Nevada, Rhode Island, South Dakota, Utah, Missouri, Oklahoma, Wyoming,
and Tennessee.”™"" Unfortunately, DAPTs may be less effective than OAPTs and should
only be used in narrow circumstances. DAPT weaknesses include:

e DAPTSs generally won’t protect assets until two to four years, depending on
state law, after they are transferred into the trust. A hidden or other transfer
not publicly discoverable may leave a creditor’s window of opportunity to
challenge the transfer open even longer.™""

e [f the grantor, trustee, or trust assets are not all located in a DAPT state, then a
creditor may be able to convince a judge to use non-DAPT law instead of the
other state’s DAPT law, which would defeat the asset protection a DAPT
provides. ™"

e Like all domestic trusts, case law may allow the IRS to ignore spendthrift
provisions and reach the corpus of a trust if any of its beneficiaries owes back
taxes (but only to the extent that beneficiary has an interest in the trust’s
COI‘pLIS.)XXXIX

28



e Under the Bankruptcy Abuse Prevention and Consumer Protection Act of
2005 (BAPCPA), which made significant changes to the bankruptcy code, a
transfer made to any self-settled spendthrift trust (i.e. a DAPT or OAPT) may
be undone if the transfer was made within 10 (ten!) years of filing for
bankruptcy (this is known as the 10 year clawback rule).”

Because there are usually better ways to protect assets, the DAPT should almost
never be used if either a person or his assets reside in a non-DAPT state. Furthermore,
because of the two to four year statute of limitations and the ten year bankruptcy
clawback rule, DAPTSs should only be used with caution in pro-DAPT states.

Notwithstanding the above, DAPTs are a statutorily-authorized tool that may be
useful in some circumstances. This is because some assets may be hard to protect by
other means; we are largely referring to a principal residence in states that have only a
limited homestead exemption.™" Equity stripping a personal residence works well, but
equity stripping is not for everyone.Xlll Even the best equity stripping programs are at least
a little on the cumbersome side. On the other hand, if you purchase a home with only a
10-20% down payment, and the home is in a DAPT state, then a DAPT may be a viable
strategy. By the time the mortgage is paid down to the where a home has enough equity
to be attractive to creditors, it will probably have been in the trust beyond the required
two to four year period. Furthermore, the limited homestead exemption may cover the
initial exposed equity. Say, for example, a person buys a house in Nevada for $1,000,000,
with a $100,000 (10%) down payment. Nevada’s homestead exemption is $200,000.
Since the first few years of mortgage payments are typically almost all interest, there will
be very little equity exposed within the first four years (furthermore, a Nevada DAPT
provides protection after only two years). Afterwards, the home is statutorily protected
against lawsuits without the requirement for an ongoing equity stripping program. Even if
one opts to equity strip for more complete protection, the equity stripping need last only
until the DAPT's asset protection kicks in. Furthermore, equity stripping has the
downside that all equity stripping programs will eventually terminate, usually within 20
years. A DAPT could last much longer if it’s structured correctly. Also, if a DAPT only
holds a personal residence and receives little or no income, then annual trustee fees
should be very affordable.

A DAPT used in the foregoing scenario would be fairly simple, straightforward,
and easy to set up.

Offshore Purpose Trusts

Some foreign jurisdictions allow for the “purpose” trust. A purpose trust is like a
normal irrevocable trust, however there are no beneficiaries. Instead, the trust assets are
used to accomplish the trust’s stated purpose. In this respect, purpose trusts are similar to
foundations. However, a foundation’s purpose is generally restricted to meeting
charitable, educational, religious, or other nonprofit goals. In contrast, purpose trusts may
have any purpose. This greater flexibility makes the purpose trust much more useful to
the asset protection planner. For example, a purpose trust’s purpose may be to simply
hold stock in an offshore IBC, or to own an offshore LLC. Such an arrangement is useful
if the trust holds the stock but never receives distributions. In other words, if a company
operates so that all profits are expensed out to contractors (who, if it weren’t for the
purpose trust, would otherwise own the company) then a purpose trust could be a
valuable tool.
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Using a purpose trust to own a company in such a manner can be very useful.
After all, if there are no beneficiaries, then who really “owns” the company? If a person
has no ownership interest in a company whatsoever, then it will be difficult for a creditor
to attach the assets in that company, or to attach distributions made from the company.
To illustrate this point, let’s examine the following scenarios:

SCENARIO 1: An individual places $10 million in an OAPT. A creditor
subsequently obtains a judgment against him. Whether the transfer into the trust
was fraudulent is irrelevant in most states, since almost all states (even pro-DAPT
states) allow a creditor to attach assets in a self-settled offshore trust regardless of
when the transfer was made (pro-DAPT states allow self-settled trusts to protect
assets only if the trustee is located in that state, meaning an OAPT probably could
not benefit from DAPT legislation even if the grantor resided in a pro-DAPT
state). " Therefore, the only hurdle a creditor has to clear is the debtor’s
argument that he lacks the ability to repatriate offshore assets. If this obstacle is
overcome, then the plan fails.

SCENARIO 2: An individual places $10 million in a multi-member offshore
LLC, with offshore management. Management may only be changed by
unanimous consent of all members. The individual receives a 99% interest in the
LLC in exchange for his $10 million contribution. The LLC is properly run with a
valid business purpose. A creditor subsequently obtains a judgment against him.
If the initial transfer is deemed fraudulent, then like in Scenario 1 the creditor
could argue the assets should be repatriated (there are ways to minimize the
likelihood of a fraudulent transfer ruling, or make the transfer not voidable under
U.S. law even if the transfer was fraudulent, but for the sake of brevity we won’t
discuss these ways here.) However, in all other cases our offshore LLC will fare
better than the OAPT in Scenario 1. Unlike with the OAPT, the creditor has no
rights to LLC assets; U.S. law effectively places them out of his reach.
Nonetheless, the creditor may obtain the right to receive distributions from the
LLC via a charging order. The manager could withhold distributions, so the
creditor would receive nothing, but the debtor would likewise not be able to
access LLC assets. The debtor may try and work for the LLC and receive
compensation, however a judge may consider this as an attempt to thwart the
charging order and declare the payments a de facto distribution attachable by the
creditor. Future distributions not made directly to the creditor (or not given by the
debtor to the creditor when he receives them) may lead a court to find the debtor
in contempt, which could result in his incarceration.*" Therefore, if the debtor
needs to access LLC funds for cost of living or other expenses, he may find
himself in a difficult situation until the creditor threat resolves.

SCENARIO 3: This scenario is the same as Scenario 2, except the individual
places his 99% offshore LLC interest in an irrevocable offshore purpose trust,
which is taxed as a grantor trust for federal tax purposes. He then works as a bona
fide consultant for the LLC and is compensated accordingly. This arrangement
would be treated the same as scenario 2 if the initial transfer was fraudulent.
However, barring fraudulent transfer issues this arrangement is superior to that of
scenario 2, because the debtor does not own the LLC. Therefore, the creditor
could not get a charging order against the LLC membership interest. This allows
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the debtor to continue to receive compensation from the LLC, even while he is
under creditor attack. Furthermore, it will be very difficult for the creditor to
attach payments as they’re made from the offshore LLC, as long as the payments
are not extraordinarily large and are quickly used on cost of living and other
expenses. (The creditor might conceivably drain one or two payments from a
domestic bank account if he’s quick to do so before the funds are spent or
otherwise withdrawn, but the amounts seized will be very small in relation to the
total LLC assets.) Furthermore, the creditor could not argue the payments are de
facto distributions from the LLC, subject to a charging order, since the debtor is
not a member of the LLC like he is in Scenario 2.

One may think a standard OAPT could be used in lieu of a purpose trust
under this scenario, but doing so will not be as effective, since an OAPT is self-
settled, and thus subject to creditor attachment. This means an OAPT may not
prevent a judge from granting a charging order, and regardless of whether or not
the offshore manager is subject to the order, as long as the debtor remains in the
U.S. he is subject to the court and may find himself in the same civil contempt
situation described in Scenario 2. In contrast, because a purpose trust has no
beneficiaries, it is not self-settled and therefore is not exposed to the
vulnerabilities inherent in OAPTS.

Despite the advantages of purpose trusts, for some the arrangement in Scenario 2
is preferable. It may not be feasible for a client to perform actual services for an offshore
LLC. If a client merely pretended to render such services, the charade could be exposed
and subsequently deemed a sham. Accordingly, Scenario 3 is only appropriate if the
services are actually rendered. Furthermore, Scenario 2 is the simpler of the two
structures. If an individual doesn’t mind the possibility of his assets being locked up
while he’s under creditor attack (so long as the creditor never gets them), then Scenario 2
will meet his needs with lower setup and maintenance costs. For yet another client, a
combination of an OAPT with an offshore LLC may be best. Such may be preferable if
the client wants maximum protection but is unable or unwilling to work for the LLC in
order to expense out its profits.

Purpose Trusts are Generally Preferable to Foundations for Asset Protection

Some asset protection planners attempt to mimic the benefits of a purpose trust by
using a domestic or foreign foundation. We do not recommend this unless the foundation
has a bona fide charitable or other nonprofit purpose. Remember one of the most
important maxims of asset protection: a structure’s substance (what it’s actually being
used for) should always match its form (what the governing documents say it’s being
used for). If a creditor can prove the foundation has no actual charitable or other proper
purpose, then a court may disregard it as a sham. Purpose trusts are much more flexible
and do not have this problem.

Foundations may have other drawbacks as well. Under U.S. law, the limits of
private foundations are defined in the Internal Revenue Code. ™ Foundations, including
even certain foreign foundations, are subject to various federal excise taxes™" and
complex regulations and restrictions,""" making their administration rather unwieldy
when compared to an offshore grantor trust. Even foreign foundations in relatively
foundation-friendly jurisdictions, such as Panama, have requirements that tend to make
them more cumbersome than a typical purpose trust or OAPT.
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Illinois Land Trusts

Although the land trust concept originated in Illinois, and are only statutorily
authorized in 5 other states, land trusts are used nationwide. Land trusts are generally
revocable as well as self-settled. Furthermore, the trustee typically has no discretionary
powers, meaning he can only jump when the settlor tells him to, and then only as high as
the settlor permits.

Land trusts are attractive to real estate investors for two reasons. The first reason
is land trusts provide privacy, so that the settlor’s name doesn’t personally appear on
dozens of properties at the county recorder’s office. This helps the settler keep a low
profile so as to reduce his chance of appearing as a “deep pocket” litigation magnet.

The second reason is that land trusts convert a person’s ownership interest from a
real property interest to a personal property interest. This is because the settlor becomes a
beneficiary of the trust (which interest is personal property) rather than owning the real
estate outright. Converting ownership from a real property interest to personal property
may provide the following benefits:

e Interests in the land trust may be transferred quickly and privately via a notarized
trust amendment - there is no need to record a deed. We might further note that a
deed transfer in some states (such as California) may trigger a tax reassessment of
the property, which in turn may lead to higher property taxes. Using a land trust to
avoid deed transfers will avoid this.

e Judgment liens or tax liens against a beneficiary or settlor don’t automatically
attach to trust assets, even if the trust is self-settled. A creditor could challenge the
trust and then obtain a court order allowing him to attach the debtor’s share of
trust assets, but this takes time and effort. Therefore, to this extent a land trust,
like all self-settled trusts, offers some minimal asset protection.

e For large development projects with multiple partners, the project won’t be halted
if a partner dies, gets divorced, becomes incapacitated, etc.

e If arental property is held in a land trust and a tenant sues, the trustee (who would
more directly manage the property) is more likely to be liable for damages than
the settlors or beneficiaries. Using a trustee of only modest or moderate wealth
would of course tend to lead to a lesser settlement than if a deep pocket settlor or
beneficiary were sued (the trustee could of course be indemnified under the trust
agreement.)

While land trusts certainly have their uses, by themselves they provide little asset
protection, and therefore should only be used in combination with other, more asset-
protected entities (LLC, etc.) if effective asset protection is desired.

Massachusetts Business Trusts (a.k.a. Pure Trusts, Common Law Trusts, and Contract
Trusts)

The term “Pure Trust” is actually a misnomer, since Pure Trusts are more akin to
a quasi-corporate structure. However, since the trust is not an actual corporation, it is not
guaranteed limited liability under the laws of most states."""" Pure Trusts differ from their
traditional counterparts because they have no beneficiaries. Instead, they have certificates
or units of beneficial interest, which are similar to corporate stock. These trusts may also
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have Exchangors (someone other than the grantor who funds the trust) and managers
(usually the trust’s grantors) who, subject to the Trustee’s direction and supervision, may
manage trust assets.

While not on their face a fraudulent arrangement, Massachusetts Business Trusts
have earned quite a bad reputation over the last several years. They are also known under
the aliases Pure Trust (their most common alias), Unincorporated Business Organization
(UBO), Common Law Trust, and Contract Trust. Some fancier names include Common
Law Trust Organizations (COLATOS) and Foreign Common Law Trust Organizations
(FORCOLATOS).

The reason for these trusts’ bad reputations is they are promoted by various scam
artists as a way to legally avoid paying income taxes as well as provide asset protection
and estate tax savings. Unfortunately for those duped into using Pure Trusts, the IRS
takes a contrary position and considers the Pure Trust to be a tax evasion scheme.*™ Pure
Trusts are not nearly as pervasive now as they were in the 90’s and early 2000’s, due to
the fact that the IRS has been very aggressive in shutting down and even indicting Pure
Trust promoters, many of whom are now enjoying extended mandatory vacations in
various federal penitentiaries nationwide.

The usual Pure Trust arrangement has the grantor retain de facto control over trust
assets (usually as a “manager” working under the trustee’s supervision), even though the
language of the trust may seek to cloud this fact by appointing someone other than the
grantor as trustee. The grantor is also usually the beneficial unit (stock) holder, which
essentially makes the Pure Trust a self-settled grantor trust. As we know from our
discussions earlier in this chapter, self-settled trusts, or a trust over which the grantor
retains too much control, provide no asset protection. Furthermore, a grantor trust (other
than an intentionally defective grantor trust, which we discuss in the next chapter) does
not reduce estate tax liability, and all of a grantor trust’s income taxes are paid by the
grantor rather than the trust itself.

There are numerous tax court decisions that rule Pure Trusts to be shams,' but
perhaps the most enlightening case is Ruby Mountain Trust v. Montana Department of
Revenue, which examines the Pure Trust structure in depth.11 This case states, among
other things, that Pure Trusts are “void under Montana law, [and] any transfer of property
to the Trust is likewise void. The Trust must be disregarded for Montana tax purposes.”
The court also notes that Pure Trusts are regarded as shams and abusive tax shelters
under federal law.

In summary, we do not recommend Pure Trusts, or their kin, to any individual, at
any time, in any circumstance, for any reason whatsoever.
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APPENDIX D
AN OVERVIEW OF GIFT, ESTATE, AND GENERATION-SKIPPING TAXES
By W. Ryan Fowler

NOTE: This article is provided for general information only, and should not be
relied on for any particular legal, tax, financial or other situation or plan.
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The most common use of trusts is for estate planning. Since the best asset
protection planners know that asset protection works best when coupled with other
legitimate purposes, using a trust to achieve both asset protection and estate planning
results in a more formidable overall barrier against creditor threats, while efficiently
meeting multiple objectives with a single strategy. After giving a primer on gift, estate,
and generation skipping taxes, the rest of this chapter will be dedicated to summarily
describing each of the most common estate planning trusts. We’ll also briefly outline
what level of asset protection each type of trust may provide. It is not our objective to
exhaustively review all estate planning trusts and how they will be treated in every
situation, as doing so could fill a separate book in and of itself. Instead, this chapter
intends to identify the major trust strategies available and what benefits and possible
drawbacks each one generally provides. Our office or a competent estate planner should
then be contacted in order to make a final determination as to a strategy’s viability for an
individual’s particular circumstances.

A Primer on Gift and Estate Taxes"

When a U.S. citizen dies, the money and other property he leaves behind is called
his estate. His estate will have to pay federal estate taxes if its worth exceeds a certain
amount. The government gives an automatic estate tax credit, however the amount of this
credit varies from year to year. In 2008, a credit is given on the first $780,800 in taxes
due, which would be the amount due if an estate was worth $2 million. This means the
first $2 million in an estate will not be taxed if a person dies in 2008. We call this the
exclusion amount, or the amount of an estate not subject to estate taxes. In 2009, the
exclusion amount increases to $3.5 million. In 2010, there will be no estate tax,
regardless of the estate’s value, however from 2011 on the exclusion amount goes down
to $1 million. Therefore, if a person dies in 2008, his estate is taxed only to the extent it’s
value exceeds $2 million, but if that person dies in 2011 or later, his estate is taxed to the
extent it exceeds $1 million. At the time of this writing, the maximum estate tax is 45%,
but in 2011 the tax progresses up to a maximum of 55% on wealth in the estate over the
$1 million exclusion amount. (To simplify our discussion, for the remainder of this
chapter we will consider the estate tax exclusion amount to be $1 million unless we note
otherwise.) Note that in addition to federal estate taxes, there may also be state
inheritance taxes due depending on a person’s state of residence. Because these taxes are
so high, estate planners have devised many ways, most often through the use of trusts, to
legally reduce estate tax liability.
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At first glance, avoiding the estate tax appears easy: just gift away all your assets
before you die. Unfortunately, things are not so simple, as the federal government has
also created the gift tax. The primary purpose of the gift tax is to prevent people from
avoiding estate taxes by making gifts. Like the estate tax, the gift tax also has an
automatic credit, which is permanently reduced by each taxable gift made over a person’s
lifetime. The gift giver (called the donor) does not have to pay a tax on taxable gifts
while there is a credit remaining, but once that credit is gone, taxes will henceforth be due
on taxable gifts. The gift and estate tax are tied together, or unified. This means that if
gifts are made so as to be subject to the gift tax, these gifts will reduce the credit
applicable to gift taxes as well as to estate taxes. Because a taxable gift reduces the credit
on both gift and estate taxes, the estate and gift tax credits are collectively called the
unified credit.

To further complicate matters, the lifetime gift tax credit and the estate tax credit
are not always the same. For example, in 2008 the estate tax credit is $780,800, resulting
in a $2 million exclusion amount, but the gift tax credit is only $345,800, resulting in a $1
million exclusion amount. While there is no estate tax in 2010, there is still a gift tax. The
gift tax credit and estate tax credit are both $345,800 from 2011 on, however. The effects
of these credits are illustrated in the following example:

Joe has made no taxable gifts in his lifetime until 2002, when he makes a taxable
gift of $250,000. He makes another taxable gift of $1 million in 2006. He dies in
2008. At the time of his death, his estate is valued at $250,000. Although Joe
owes no estate tax, because his estate combined with the total gifts he made
during his lifetime is only $1.5 million (which is less than the 2008 estate tax
exemption of $2 million), he will owe gift taxes in 2006, because his $1 million
gift in 2006, when added cumulatively to all other lifetime gifts, exceeds his $1
million lifetime exclusion on gift taxes by $250,000.

Fortunately, the U.S. government allows some leeway with taxable gifts. A
husband and wife may make unlimited tax free gifts between each other. An individual
may also give up to $12,000 to any other person (or $12,000 each to as many people as
he wishes, no matter how many) each year without reducing his lifetime gift tax credit."
This is called the annual gift tax exclusion or simply the annual exclusion. In fact, there
are no gift tax consequences whatsoever to the gift, as long as it is less than the annual
exclusion amount. Furthermore, the receiver (called the donee) of the gift does not have
to pay income taxes. Only charitable gifts are tax deductible by the donor, however.

A husband and wife may combine their annual exclusions so that they may
collectively gift $24,000 per year per person tax-free.™” This is called a split gift. Note
that the $12,000 annual exclusion or $24,000 combined split gift exclusion is only tax
free if the gift is a gift of a present interest. Gifts of future interests are taxable no matter
how small the gift is. Later in this chapter the section on Children’s Trusts and Crummey
Trusts discusses the difference between a gift of present interest and a gift of future
1nterests.

Generation Skipping Taxes
As if estate and gift taxes weren’t complex enough already, the U.S. government

has decided to throw generation skipping taxes (GST) into the mix. Essentially,
generation skipping taxes are levied on transfers made to someone at least two
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generations younger than the transferor, or, if the transferee is not a family member, the
tax will apply if the transferee is more than 37.5 years younger than the transferor." The
GST rate is the highest current estate tax rate."' This tax is levied independent of estate
and gift taxes, and its purpose is to nullify the tax savings one would realize by gifting
assets to a grandchild rather than a child. In other words, Congress wants to make sure
each generation is subject to some type of estate tax. Fortunately, there are some
exemptions available to the GST. There is a lifetime exclusion of $2 million from GS
taxes, and $12,000 annual gifts that would otherwise be subject to the GST are exempt if
the transfer is an outright transfer (if the transfer is made via a trust, the transfer must
meet certain other criteria in order to benefit from the $12,000 annual exclusion).lvn

The good news regarding the $2 million GST exemption is once it is allocated
towards a particular transfer, that transfer (to the extent it is covered by the exemption)
will never again be subject to GST. For example, if an individual makes a transfer valued
at $1 million to an irrevocable trust and allocates $1 million of his lifetime GST
exclusion to the transfer, then that $1 million will never again be subject to GST, no
matter how many generations it passes to or how much the asset appreciates or receives a
return on investment. When combined with a dynasty trust (which we discuss near the
end of this chapter), we thus have opportunities for placing assets forever outside the
reach of gift, estate, and GST taxes.

Now that we understand the fundamentals of gift, estate, and generation skipping
taxes (which we collectively call transfer taxes) we can more thoroughly understand how
the following trusts are used in an estate planning context.

36



APPENDIX E
LIMITED PARTNERSHIPS AND CHARGING ORDER FUNDAMENTALS

BY W. RYAN FOWLER

NOTE: This article is provided for general information only, and should not be
relied on for any particular legal, tax, financial or other situation or plan.

COPYRIGHT ©2007, THE PRIVACY & FINANCIAL SHIELD LL.C

For many years, the limited partnership (LP) has been a staple of asset protection
planning. Although in many instances the limited liability company (LLC) is now
preferable to the LP, limited partnerships are still popular, and are sometimes still the
entity of choice, especially where the reduction of estate taxes is concerned.

Limited Partnership Fundamentals

Limited partnerships are a variation of the general partnership. General
partnerships (which are commonly referred to as just “partnerships”) have existed for
thousands of years. They are typically small businesses wherein each partner may
manage, act for, and bind the company. Although a general partnership is technically not
a distinct artificial entity, as it is not created by the government, each partner usually
contributes property to a general pool of partnership assets as necessary for it to conduct
business, and it is often treated as a distinct entity. General partnerships are often very
basic and informal in their structure, and are thus easy to form and operate. Only a
minimum of legal hassles and associated paperwork (besides filing partnership tax
returns) accompany the general partnership. Despite these benefits, however, as
commercial law developed general partnerships gradually began to demonstrate some
glaring shortcomings.

Among these shortcomings is the fact that one partner can make a decision that
could financially harm not only the partnership as a whole, but the personal wealth of the
other partners. Like a sole proprietorship, general partnerships have no limited liability.
Therefore, if one partner obligates the partnership to debts it cannot pay, the personal
wealth of all partners are at risk of being forfeit to the partnership’s creditors. The same is
true with debts arising from lawsuits: if one partner is dishonest or commits a tort while
working for the partnership, then a creditor could obtain a judgment against the
wrongdoer, the partnership as a whole, and each individual partner.

To cure these shortcomings, limited partnerships were formed under the idea that
those who merely invest in a company without managing it should not be personally
liable (beyond their original investment) for company debts. After all, they don’t run or
otherwise operate the company, they merely invest in it.

Limited partnerships were first allowed in accordance with Pennsylvania law in
1874.M" They have been widely available in most states since 1916, when the Uniform
Limited Partnership Act (ULPA) was drafted. Originally, limited partnerships were
usually fairly small. The ULPA was not written to cater to the needs of large, multi-state
or multi-national businesses. However, LPs grew in popularity and size over time, and by
the 1970’s many LPs had hundreds or even thousands of partners. One such LP would
often operate in a large, even trans-continental, geographical area. The operation of such
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large companies was somewhat hampered by the limited scope of the ULPA.
Subsequently, the Revised Limited Partnership Act (RULPA) was drafted in 1976 to
address the ULPA’s shortcomings, and the RULPA was in turn revised from time to time.
Most states have subsequently adopted either the 1976 version of the RULPA or a
subsequent revision. At the time of this writing, all states except Louisiana"™ have
adopted some form of the ULPA or RULPA. One should note that where the ULPA or
RULPA is silent, its parent act, the Uniform Partnership Act (UPA) or its revised version
(RUPA) governs. Either the UPA or RUPA have likewise been enacted in all states
except Louisiana.

The limited partnership’s chief difference from the general partnership is its two
classes of partners: general partners and limited partners. A general partner is a partner
who manages the company. However, he has no limited liability. Consequently, if the
company is unable to pay its debts, its creditors can look to the property of a general
partner to satisfy those debts.

Limited partners do not suffer this same vulnerability. A creditor can only pursue
a limited partner’s assets to the extent those assets have been contributed to the
partnership. This idea has been codified in the ULPA and its successors. At the same
time, a limited partner is forbidden from managing or otherwise running the company. If
a limited partner does manage the company, then he will likely lose his limited liability.

Because general partners, even in a limited partnership, have no limited liability,
an LLC or corporation is often the general partner of an LP, which effectively gives the
general partner limited liability. This is because although the LLC or corporation has no
limited liability for the debts of the LP, those debts may not generally extend to the
owners or managers of the LLC or corporation. This arrangement is especially useful if
multiple individuals want to manage the partnership. Instead of having each person as a
general partner, where their actions could expose other partners to liability, they can each
be a manager of a single LLC or corporate officer or board member of a single
corporation. Doing such would limit their exposure to the wrongful acts of the other
managers, and allow everyone to participate in management of the LP.

Besides the distinction between limited and general partners, a limited partnership
essentially operates like a general partnership. Consequently, LPs (before LLCs became
popular) were often the entity of choice for small businesses. The reasons for this are
threefold: a simple management structure, the lack of a requirement to follow corporate
formalities, and partnership tax treatment.

Unlike corporations, which have a three-tiered management structure,1X
partnerships have a very simple and informal management structure. Basically, any
general partner can make decisions for and bind the company. There is generally no
requirement to draft a resolution or obtain the consent of the other general partners before
doing such. This of course relieves the LP of the necessity of annual meetings, recording
company resolutions, and keeping minutes of annual or other meetings of the general
partner. With that said, some limited partnerships still choose to have such meetings and
resolutions, and doing so is often a good idea. Nonetheless, doing such is not required by
law.

Another major advantage of limited partnerships (which multi-member LLCs also
enjoy) is partnership tax treatment. When compared to the corporation or sole
proprietorship, a list of the more notable partnership tax benefits includes the following:

® Subject to certain restrictions, partners may distribute partnership income,

gain, loss, or credit among the partners however they see fit.™ In other words,
one partner may contribute little or no capital to the partnership, but receive a
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disproportionately larger share of partnership gain or loss, along with the tax
benefits or liabilities associated with such. Compare this to a corporation,
where a stockholder may only receive company profits in proportion to the
amount of shares they own.

Within certain limits, a partnership may distribute appreciated or depreciated
property to a partner without recognizing gain or loss.™" For example, let’s
say an individual bought a lot of raw land for $10,000. Ten years later he
contributed it to the partnership, and eight years after that it was redistributed
to its original owner. At the time of distribution, the property’s value had
appreciated to $100,000. If the distribution had been made from a C or S
corporation, the company (and also the shareholder, in the case of a C
corporation) would have to recognize gain of $90,000, which means it would
have to pay capital gains tax on $90,000 gain. Since there is no recognition of
gain with a partnership in this instance, there is no requirement to revalue the
property or pay the tax.

Any partner may make additional contributions of appreciated property to a
partnership at any time without recognizing gain on the property.™ A new
partner may also likewise make a contribution to an existing partnership
without recognizing gain.™ If such contributions were made to a C or S
corporation, however, gain would be recognized unless the contributor
belonged to a group who, collectively, owned at least 80% of the
partnership.™" Recognizing gain, of course, is a term that means you have to
pay capital gains tax to the extent your property appreciated in value.
Distributions to limited partners are not subject to the self-employment tax,
which can be quite burdensome.™ Although C and S corporation
distributions are also not subject to self-employment taxes, general
partnerships and sole proprietorship profits are usually subject to this tax.
Note that a general partner’s interest in an LP may still be subject to self-
employment taxes, however this exposure is often reduced by giving the
general partner a smaller (1% or so) interest in the company (the general
partner’s management salary, however, is still subject to self-employment or
the equivalent FICA/FUTA taxes).

When a partnership partially or completely buys out a partner’s interest, the
remaining partners receive a step-up in basis of that partner’s share, to the
extent that partner recognized gain.™"" In layman’s terms, this means that the
bought-out partnership interest, and the capital connected to it, is re-valued to
its current fair market value without triggering capital gains tax. If the
partner’s interest is sold for more than what it was worth when he bought into
the partnership, the partner will recognize gain, but the partnership will
receive the step-up. Corporations do not receive this benefit, meaning that
even if a shareholder sells his company interest for a profit, gain (with no tax
break) will still be recognized when appreciated company assets are
distributed. This step-up in basis also occurs if a partnership interest is
transferred due to a 3™ party purchase, death of the partner, or otherwise.
In some circumstances, partnership liabilities may be used to offset the
individual tax liabilities of each partner.™™

As we’ll discuss later in this chapter, limited partnerships may be used to
reduce estate tax liability while passing company interests tax-free to one’s

Ixviii
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heirs. These tax reduction strategies are not available to C or S corporations,
general partnerships, or sole proprietorships.

Although there are many benefits to partnership taxation, there are instances
where other tax classifications are more desirable, or where partnership taxation is a
hindrance rather than a benefit. However, most tax advisors consider partnership tax law
to be the most favorable, in most circumstances, to an entity and its owners.

Minimizing General Partner Interests

The previous section describes how limited partnership interests are not subject to
self-employment taxes. Later in this chapter, we’ll also discuss how limited partnership
interests may be used to reduce estate taxes. Because of these tax benefits, a common
arrangement is to have a 1% general partner and have the rest of the interests held as
limited partner interests. The general partner may manage the entire partnership, even if
he holds only a 1% interest. However, what if the general partner wanted a more
substantial interest in the company? The answer is simple: the law allows a person to be
both a general and limited partner of the same partnership.™* Therefore, if an individual
wishes to hold a 50% total interest in an LP, as well as manage the LP, he could hold his
interest as a 1% general partner and 49% limited partner.

The Limited Liability Partnership (LLP) and Limited Liability Limited Partnership
(LLLP)

Limited partnerships should not be confused with the limited liability partnership
(LLP) or the LP’s close relative, the limited liability limited partnership (LLLP). LLPs
are not normally used for asset protection. This is because each partner does not have
limited liability from company debts. Instead, each partner is a general partner that is not
liable for the actions of the other partners. For example, if an LLP accounting firm has
five accountants as partners, and one partner commits a professional error, then the other
four partners will not be held responsible for that error (remember, if the partnership were
a general partnership, all partners would be liable for the wrongful act of any one
partner.) For this reason, LLPs are popular amongst attorneys, CPAs, and other
professionals, even though each partner is still liable for their own individual errors as
well as company debts. As a rule, licensed professionals may only practice as sole
proprietors, or as owners or partners of an LLP or professional entity (such as a
professional LLC, professional corporation, or professional association.) By law, none of
these entities may limit a professional’s liability from his own errors or malpractice.
However, since it is still beneficial to protect one’s self from the potentially wrongful acts
of one’s partners, the simplified structure of an LLP is often desirable to the practicing
professional.

The LLLP is actually quite similar to the LP, wherein it has both limited and
general partners. However, the LLLP also gives its general partners the benefits of an
LLP. This means that each general partner is protected from the consequences of another
partner’s wrongdoing. At the time of this writing, however, only a few states allow one to
form an LLLP.

Limited Partnerships and the Charging Order
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Though we have discussed several benefits of the LP, we have not yet discussed
its biggest benefit from an asset protection perspective. This benefit is the charging order.
To say the charging order is a benefit is actually a bit of a misnomer, because in actuality
the charging order is a remedy available to creditors. However, the remedy is so limited
that it is often ineffective. That is why, amongst the over 20,000 entities the authors have
created (most of which a creditor may obtain a charging order against), less than five
have ever been subject to a charging order. Furthermore, if an LP is created and operated
correctly, then a creditor will have no other way to reach LP assets besides the charging
order. So what is the charging order?

The charging order is a statutory provision of law under the UPA, ULPA,
RULPA, and Revised Uniform Limited Liability Company Act (RULLCA) wherein a
creditor of a company’s partner or owner may attach company distributions made to that
individual. However, this is generally the only remedy available to the creditor. This is so
because it would not be fair to the other partners, or to the partnership, if a creditor were
able to disrupt partnership business. Doing so would harm the other partners, who are not
parties to the debt. Consequently, the charging order does not allow the creditor to gain
control of an entity, attach the entity’s assets, or become a partner or owner of the entity.
Of critical importance is the fact that, since a charging order holder cannot control the
entity, they cannot control when distributions are made. In other words, if the entity never
makes a distribution to the debtor-partner, then the creditor never receives a distribution,
meaning their charging order is essentially worthless. A note of caution here: it is not a
good idea to make distributions to all partners except the partner whose interest has been
assigned to a creditor via a charging order. A judge might see this as an overt attempt to
thwart the creditor from receiving his due. In such an instance, it is conceivable that a
judge could view such circumstances as being akin to a fraudulent transfer, which might
then lead him to force a distribution from the entity. If an individual wishes to have
distributions made to the other partners or owners while keeping his distribution out of
the hands of creditors, then before the creditor threat arises he should place his company
interest in another entity that is also protected by the charging order. Then the
distributions will be made to the 2™ entity and not to the individual directly. This strategy
is discussed more thoroughly in Chapter

Because proper planning turns the charging order from a creditor remedy to a
shield against creditors, any entity to which a charging order may apply is called a
Charging Order Protected Entity, or COPE. The following entities are COPES:

Limited partnerships.™

General partnerships.
Limited liability partnerships.
Limited liability limited partnerships.
Limited liability companies (in some jurisdictions, only multi-member LLCs
have charging order protection).™"

Ixxii
Ixxiii

Ixxiv

Note that corporations are not COPES. If a corporate shareholder comes under
creditor attack, that creditor may seize all his shares of stock, up to the amount of the
outstanding debt. If the shares seized exceed 50% of all the company’s voting shares, the
creditor could then vote to liquidate the company, and seize his share of company assets
upon liquidation. The vulnerability of corporate shares to creditor attachment thus makes
the corporation a relatively poor asset protection vehicle.
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Foreclosure of the Charging Order: No Big Deal or a Fatal Blow to Charging Order
Protection?

As partnership and LLC law has evolved, the various related uniform acts have
allowed for the foreclosure of a charging order. Some states, such as California™"' and
NCV&d?_l}XXVIl, have adopted these changes, while other states, such as Oklahoma’s LLC
Act™ " have adopted legislation that appear to forbid or restrict the effects of such
foreclosure. Still other states have yet to adopt these changes one way or another.

Some individuals, and even some of the less-informed asset protection planners,
fear the foreclosure of a charging order undermines the protection that COPEs have
previously provided. A careful reading, however, shows this to not be the case.

To illustrate, let’s examine section 703(b) of the RULPA.

“(b) A charging order constitutes a lien on the judgment debtor’s transferable
interest. The court may order a foreclosure upon the interest subject to the
charging order at any time. The purchaser at the foreclosure sale has the rights of
a transferee.” [Emphasis is mine.]

The key sentence here is that a purchaser of a foreclosed charging order has the
rights of a transferee. What are those rights? Section 702 of the Act tells us:

“(a) A transfer, in whole or in part, of a partner’s transferable interest:

(2) does not by itself cause the partner’s dissociation or a dissolution and winding up of
the limited partnership’s activities; and

(3) does not, as against the other partners or the limited partnership, entitle the transferee
to participate in the management or conduct of the limited partnership’s activities, to
require access to information concerning the limited partnership’s transactions except as
otherwise provided in subsection (c), or to inspect or copy the required information or the
limited partnership’s other records.

(b) A transferee has a right to receive, in accordance with the transfer:
(1) distributions to which the transferor would otherwise be entitled; and

(2) upon the dissolution and winding up of the limited partnership’s activities the net
amount otherwise distributable to the transferor.

(¢) In a dissolution and winding up, a transferee is entitled to an account of the limited
partnership’s transactions only from the date of dissolution.

(d) Upon transfer, the transferor retains the rights of a partner other than the interest in

distributions transferred and retains all duties and obligations of a partner.” [Emphasis
1S mine. |
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The foregoing illustrates that foreclosing a charging order only gives the
purchaser the rights of a charging order in perpetuity. In other words, a charging order is
effective until the judgment is satisfied, but a foreclosed charging order extends those
rights indefinitely. No other rights or powers arise from the foreclosure.

So how bad is it for someone to now hold a perpetual charging order interest? If
the entity is structured correctly, then a foreclosed charging order will rarely be worse
than an unforeclosed one. This is because, due to IRS Rev. Rul. 77-137, the holder of a
foreclosed charging order will almost certainly receive the tax bill for his share of
company profits, even if he never receives those profits. In other words, having a
foreclosed charging order not only doesn’t ensure its holder will ever receive anything
from the partnership, it also does ensure he’ll receive the tax bill for whatever it is he
didn’t receive!

Of course, if a foreclosed charging order ends up being all pain and no gain for
the creditor, he will want to get rid of it, meaning that the foreclosed charging order will
almost certainly not be in effect indefinitely.

Does it Really Matter Whether a State’s Laws Specify the Charging Order as the
Exclusive Remedy of a Creditor of a Partner?

The short answer is no, it doesn’t matter whether a state’s law specifies the
charging order as an exclusive creditor remedy, so long as the entity is properly
structured. This is because the only other creditor remedy is to reverse-pierce the entity.
Reverse-piercing an entity allows a creditor to seize company assets to satisfy the debts
of one of its owners. However, if doing so would unfairly harm an innocent 3" party,
such as another owner of the entity or a creditor of the entity (not to be confused with a
creditor of the entity’s owner(s)), then a judge will generally not allow a reverse-pierce.
This is the same reason why the charging order is a very limited creditor remedy: if the
creditor is able to directly attach a COPE’s assets, or manage the COPE, then innocent 3
parties may be harmed. Therefore, the creditor is not generally allowed more than a
charging order. Across the nation, courts have generally ruled in a consistent manner in
regards to this matter."*

This brings us to a very important key of asset protection planning: asset
protection will almost never fail if 3" parties are involved in a manner so that piercing a
structure would unfairly harm them. This maxim is the reason for favorable court rulings
regarding reverse piercing, for charging order statutes being written as they are, and for
§8(a) of the Uniform Fraudulent Transfers Act (the UFTA, which we examine in Chapter
5). Remember, §8(a) forbids a property transfer from being undone even if that transfer
was done with intent to hinder, delay, or defraud a creditor. Why? Because undoing the
transfer would, in the instance described in §8(a), unfairly harm the other party to the
transfer. This is a very, very powerful principle of asset protection planning. The chapter
of this book entitled “Asset Protection a Judge Will Respect” examines this principle in
greater detail.

Family Limited Partnerships (FLPs) and Estate Planning
As we discussed earlier in this book, asset protection is most effective when

combined with other types of planning, such as business, retirement, and estate planning.
The FLP achieves both significant asset protection and estate planning benefits, and is
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thus a staple tool of every asset protection planner. The FLP is actually no different from
a normal LP, except that its partners consist of family members. To that end, all the asset
protection benefits of an LP are inherent with any FLP.

A typical FLP has an heir or heirs own a 1% general partner interest, and the
parent(s) contribute assets to the limited partnership in exchange for a 99% limited
partner interest. FLPs are used to reduce or eliminate estate taxes, and there are two
strategies used to achieve this: valuation discounting and gifting (or, even better, split
gifting). We’ll discuss each of these strategies in turn.

The valuation discount strategy is based on the principle that a limited partnership
interest has less value than the assets transferred into the partnership in exchange for that
interest. There are two reasons for this principle: lack of marketability and lack of
control.

A properly drafted limited partnership agreement will not allow the limited
partner to sell his interest without the consent of the other partners. Furthermore, the
limited partner has no right to a return of property once it is contributed to the
partnership. This constitutes a lack of marketability (sometimes called “non-liquidity”),
which is an inability to sell the partnership interest or the assets contributed to the
partnership.

The lack of control discount arises from the fact that a limited partner has no
power to manage the partnership. Since the property he contributed now belongs to the
partnership he has no control over, he no longer controls the property. This also makes
his limited partnership interest less valuable than the property he contributed to it (which
now belongs to the partnership and is thus no longer part of his estate), meaning his
limited partnership has a discounted value when compared to the property he contributed.
This discount generally ranges from 10% to 40%. This means, of course, that an
individual’s estate is worth less in regards to estate taxes, and therefore the estate tax
upon an individual’s death may be significantly lower.

For example, let’s suppose a divorced woman, Sally, has $5 million in assets. She
contributes $2 million to a limited partnership in exchange for a 99% limited partner
interest. Her son, Jeff, contributes $20,200 and is the 1% general partner. An estate
planner values the limited partnership interest at a 30% discount, meaning her partnership
interest, for estate tax purposes, is worth $1.4 million ($600,000 less than the value of her
contributed property). Assuming a 47% estate tax rate, upon Sally’s death she’d realize
an estate tax savings of $282,000.

The valuation discount may be combined with gifting of limited partnership
interests. The Internal Revenue Code allows an individual to gift $12,000 annually
without incurring tax consequences.™* Therefore, Sally could gift $12,000 worth of
limited partnership interests to each heir each year. Remember, in Sally’s case her limited
partnership interests are worth less than the property she contributed to the partnership.
Therefore, gifting a $12,000 limited partnership interest can be seen as gifting $17,142.85
of assets out of Sally’s estate each year. If Sally was married, then she could gift even
more out of her estate each year. That’s because a married couple can each gift $12,000.
Therefore, a married couple could each make a combined gift of $24,000 to each heir
annually. When a married couple makes a gift in such a manner, it’s called a “split gift”.
Now let’s suppose Sally is married and has three children. This means she can split gift
$24,000 in limited partnership interests to each child each year, tax free. This amounts to
$72,000 in tax-free gifts annually. If we look at the value of assets she contributed to the
partnership, in this instance she’d actually be reducing her taxable estate by $102,857.10
each year. Over a ten year period, she will have reduced her estate by $1,028,571, which
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would save her approximately $483,428 in estate taxes, in addition to the savings she
realizes through a valuation discount of the partnership interest she still owns. Obviously,
an FLP, when utilized properly, can be a very powerful estate tax reduction tool.

Using FLPs with Other Estate Planning Strategies

We can further enhance the FLP by combining it with certain trusts as part of an
overall, comprehensive estate plan. For example, Sally may not wish her son to outright
manage the limited partnership. She can instead have an irrevocable trust own the 1%
general partnership interest, with an impartial 31 party (such as a bank or trust company)
as trustee. The trust may of course provide rules and guidance as to how the partnership
is to be managed by the trustee. Since the trust manages the partnership, it can then
decide when and to what extent assets are distributed from the partnership after Sally
dies, which would help prevent her heirs from squandering their inheritance.

Another benefit a trust could provide is to keep Sally’s partnership interest from
going through probate upon her death. Probate is the court-appointed process of
distributing wealth to one’s heirs after they die. It is often very costly (up to 5% of the
estate’s value, or $250,000 in Sally’s case), and can take years to complete. Sally can
keep her limited partnership interests out of probate by placing them in a revocable living
trust. If Sally’s heirs are under the age of 18, or if she wants an extra layer of asset
protection, she can also gift limited partnership interests to an irrevocable children’s trust.
This trust may provide some additional asset protection, in some circumstances, against
both Sally’s creditors and her children’s creditors. Care should be taken, however, so that
the annual $12,000 gift (or $24,000 split gift) may still be made on a tax-free basis, as an
improperly drafted trust will not be able to accept tax-free gifts in this manner.

Can a Family LLC (FLLC) Provide the Same Benefits as a FLP?

Many practitioners prefer to use an FLP instead of an FLLC for estate tax
reduction. This is because FLPs are “tried and true” and have a plethora of case law to
support their efficacy.™ However, it is possible to structure an FLLC like an FLP to for
the purposes of estate tax reduction. There is no case or statutory law that would prohibit
this. At the same time, FLLCs have not been battle-proven in court, as has the FLP.

To make sure an FLLC is taxed like an FLP, it should be structured like an FLP.
Namely, the company should have limited members (a “member” is the LLC’s equivalent
to a partner) and managing members, and it should be taxed as a partnership. It should
also have all the characteristics of an FLP that we’ll discuss in the following section.

With the more battle-tested track record of the FLP, one might ask: why would
anyone wish to form an FLLC instead of an FLP? An FLLC does have some benefits that
an FLP does not. Namely:

¢ The LLC may exist perpetually (LPs typically may only exist for 30 years.)

e The LLC enjoys limited liability for managing members as well as limited
members. Remember, the general partner (manager) of an LP has no limited
liability.

e After the death of the parent, an LLC may elect to be taxed as a C or S
corporation. An LP is stuck with partnership taxation without exception.

Albert Strangi v. CIR: A Case Study of How NOT to Use a Family Limited Partnership
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Merely forming, funding, and using an FLP does not by any means guarantee you
will realize estate tax savings and asset protection. Indeed, there are many pitfalls that an
individual may fall into if they do not have the proper knowledge required to properly
form and operate an FLP. The infamous case Albert Strangi v. CIR™™" is an excellent of
example that illustrates many if not most of these pitfalls. It shows that estate planning
and asset protection are not do-it-yourself endeavors, and how improper planning can
have disastrous, financially painful results. To illustrate, let’s examine the case.

Albert Strangi lived in Waco, Texas, and had an estate worth approximately $10
million. In 1993, he began to experience serious health probleMrs. As a result, he turned
over the management of his daily affairs to his son-in-law, Michael Gulig, who was a
local attorney. In August, 1994, Mr. Gulig attended a seminar regarding the use of FLPs
for asset protection, charitable giving, and estate and other tax reduction strategies. A
mere seven days later, he had put together an asset protection and estate tax reduction
structure that would purportedly shelter almost all of Mr. Strangi’s estate.

Essentially, Albert Strangi contributed $9,932,967 of his estate to the Strangi
Family Limited Partnership (SFLP) in exchange for a 99% limited partner interest in the
company. The 1% general partner was a Texas corporation, Stranco, Inc. (Stranco).
Albert contributed $49,350 to Stranco in exchange for a 47% interest, and his children
contributed $55,650 for a 53% interest. Stranco then contributed its funds to SFLP in
exchange for a 1% general partner interest. Upon his death, Albert’s estate valued his
limited partnership interest at $6,560,730, a discount of $3,372,237.

Two months later, Albert died, and the IRS eventually challenged the FLP under
§2036(a) of the Internal Revenue Code. §2036(a) states that:

“The value of the gross estate shall include the value of all property ... of which
the decedent has at any time made a transfer (except in case of a bona fide sale for
an adequate and full consideration in money or money’s worth) ...under which he
has retained for his life...
1) the possession or enjoyment of, or the right to the income from, the
property, or
2) the right, either alone or in conjunction with any person, to designate
the persons who shall possess or enjoy the property or the income
therefrom.”

In simpler terms, this means that if a person transfers an asset yet retains
possession, enjoyment, rights to income from the property, or the right to designate who
will receive such, then the asset is included in his estate for purposes of calculating estate
tax liability. The one exception is if the asset is transferred via a bona fide sale at fair
market value.

The IRS argued that, under §2036, the full value of the assets that Albert
transferred to the FLP should be included in his gross estate (thus negating the valuation
discount his estate had claimed) because:

1) Albert’s transfer of his property to the FLP was not a bona fide sale for full and

adequate consideration;

2) Albert, and his estate after his death, retained use and enjoyment of the FLP’s

property; and

3) Albert retained the right to designate who should possess or enjoy the FLP’s

property.
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The tax court agreed with the IRS on all three arguments, and the appeals court
agreed on the first two arguments without trying the third. An examination of why the
appeals court agreed with the IRS is very instructive, for it shows us what not to do when
forming and operating an FLP.

The first argument is the most important. If a transfer to an FLP is considered a
bona fide sale at full and adequate value, then §2036 of the Internal Revenue Code does
not apply, and we need go no further. The court actually held that the transfer was for full
and adequate value. It noted that, “Where assets are transferred into a partnership in
exchange for a proportional interest therein, the "adequate and full consideration"
requirement will generally be satisfied, so long as the formalities of the partnership entity
are respected... [as] has been the case here.”

In regards to the bona fide sale requirement, the court relied on Kimbell v.
U.S.,"™@ i which said that a sale is bona if it had a "substantial business [or] other non-tax"
purpose. The court then noted the following:

¢ SFLP never made any investments or conducted any active business following
its formation.

e Albert Strangi’s children’s combined contributions of $55,560 were, in
relation to overall contributions, de minimis (so small as to be
inconsequential), and therefore SFLP could not be seen as a joint investment
venture. (Note that the $55,560 contribution was only about 0.5% of all
contributions.)

e The overwhelming majority of the assets transferred to SFLP did not require
active management.

Because the bona fide sale criteria was not met, the IRS was allowed to challenge
SFLP under §2036(a), saying that the property transferred to SFLP should be included in
Mr. Strangi’s taxable estate because he retained rights to use and enjoy the property. The
facts that led the court to agree with the IRS were as follows:

® Almost all of Mr. Strangi’s property was transferred to SFLP, to the extent
that he had insufficient funds to live on for the rest of the 12 to 24 months he
was expected to live.

e Mr. Strangi continued to live in his home, which he had transferred to SFLP.
His estate eventually paid rent to SFLP for the time Mr. Strangi lived there,
but the rent wasn’t paid until two years after the fact.

e Perhaps most damning was the fact that, on numerous occasions, property was
transferred back out of SFLP to pay Mr. Strangi’s costs of living, as well as to
pay for Albert’s funeral expenses, personal debts, estate administrative costs,
and state and federal estate taxes. Obviously, if Mr. Strangi and his estate was
able to access his property that easily, he must have retained rights to use and
enjoyment of the property in accordance with §2036(a)(1).

The final argument raised by the IRS was that Mr. Strangi retained the right, in
conjunction with the other owners of Stranco (the general partner of SFLP), to manage
the limited partnership and thus designate who may enjoy the use, possession, or rights to
income of partnership property, and thus the property he transferred to the partnership
should be included in his gross estate under §2036(a)(2). The tax court here agreed with
the IRS.™" Many professionals believe the tax court’s interpretation of §2036(a)(2) was
overly broad™™, however the appeals court never heard this issue so, unfortunately, we
don’t know whether they would have agreed with the lower court. Nonetheless, we

47



should note the reasons why the IRS took this position in the first place. If possible, then,
one should structure an FLP so that the person wishing to reduce estate tax liability is not
a general partner, and has no interest in the entity that is a general partner. Even better, an
independent fiduciary could be hired to manage the partnership.

In light of the Strangi case, there are several things we can do to reinforce an FLP
so as to withstand IRS scrutiny. First and foremost, the FLP should have a bona fide
business purpose. Having a secondary non-business, non-tax purpose is also good, but
courts other than the one in Strangi have ruled that, since limited partnerships are
business entities, they should always have a business purpose to avoid being seen as an
individual’s alter-ego."™"' If an FLP’s primary business activity is investing, then those
investments should be actively managed, meaning there should be some significant
trading activity from time to time. Having an FLP hold purely passive investments that
never change (an S&P 500 index fund, a CD, municipal bonds, etc.) may not be
sufficient. This problem is easily solved by making some trades every few months (yet
the trading should be more than a de minimis amount). It almost goes without saying that
a strictly personal asset, such as a home, should never be placed in an FLP, or any limited
partnership, for that matter, but we’ll say it anyway.

Remember: if a court rules that an FLP has a legitimate business purpose, then the
IRS is not allowed to use §2036 of the Internal Revenue Code to negate the limited
partnership’s valuation discount. Nonetheless, since adding extra layers of protection is
usually a good idea, it’s a good idea to structure an FLP, to the extent it’s feasible, so as
to withstand an IRS assault in accordance with §2036. This is done by observing the
following:

e Make sure the individual who is trying to reduce estate tax liability (the
original contributor) is not a general partner of the FLP, and make sure they
have no voting rights in any entity that is a general partner (for example, they
should not hold voting shares of a corporation that acts as the FLP’s general
partner). Best of all, hire an independent fiduciary as the general partner, or as
the manager of an entity that is the general partner.

¢ The partnership’s operating agreement should not give the original contributor
the right to amend the operating agreement or change the managers or general
partners of the company.

e Keep enough assets out of the FLP to pay for living expenses, personal debts,
funeral expenses, taxes, and expenses of your estate after you die.

® Avoid returning limited partnership property to the original contributor. If a
distribution must be made, adjust partnership interests accordingly, or make a
pro rata distribution to all partners. FLP profits may be proportionally
distributed to its partners in accordance with standard business practice, of
course.

¢ Run the FLP like an actual business entity that is separate from the individual
partners, and keep all transactions at “arm’s length”. Observe the terms of the
operating agreement and keep proper books and records.

® Make sure all partners have at least a 1% interest in the partnership. Their
contributions to the FLP should be proportional to the contributions other
partners made in exchange for their membership interests. If a family member
doesn’t have enough property to contribute in exchange for a 1% interest,
have them give a promissory note to the partnership. The promissory note
should bear interest at a reasonable rate. A parent may then make annual gifts
to the heir, so that the heir can pay off the promissory note.
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A final question to answer is: how might Mr. Strangi’s FLP have fared under a
traditional creditor attack? After all, the case at hand involved an IRS tax assessment, and
not a lawsuit brought by a private party. We feel that many of the shortcomings that
caused SFLP to fail from an estate planning perspective would also cause it to fail under
a creditor’s attempt to pierce the entity to seize assets. For example, SFLP had no
business purpose, which the courts have ruled would be grounds in and of itself to pierce
the entity.™ The entity also held strictly personal assets, such as a home, which could
justify a veil-pierce. Furthermore, although the occasional return of partnership capital
would not be considered commingling, returning capital frequently to cover non-business
expenses might be considered commingling, which is also grounds for piercing the
partnership. Finally, the fact that other partnership members owned less than 1% of the
partnership may lead a judge to disregard their ownership as de minimis. This would
mean the partnership could be treated as if it was owned by only one individual. As we’ll
see in the next chapter, single-owned entities are often susceptible to reverse piercing,
and may not benefit from charging order protection.

Therefore, the guidelines we’ve given for operating an FLP for estate planning
purposes are also applicable if one wishes to use an LP for asset protection. The one
exception is that, in some circumstances, it may be ok for the individual seeking asset
protection to be the general partner of an LP, if there are no known or suspected creditor
threats at the time of the partnership’s formation and capitalization.

There is final lesson we can learn from the Strangi case. Michael Gulig, who set
up SFLP, was an attorney. He went to a one day seminar and thought he had suddenly
acquired the know-how to perform the equivalent of brain surgery on his father-in-law’s
estate. However, it is obvious he was not well-versed in estate and asset protection
planning. The moral lesson we learn from Mr. Gulig is that the uninformed, even if they
are bright and otherwise well-educated, should not try estate or asset protection planning
on their own unless they are willing to face the possibility of financial catastrophe. In the
case of Albert Strangi’s estate, the consequences of doing such meant over $1.6 million
in estate or gift taxes that could have been avoided. Remember: when doing this type of
planning you are trying to protect your entire life savings. The stakes are very high! Too
often the authors of this book see individuals who would rather use a shaky plan,
implemented by an unskilled planner, in order to save a couple thousand dollars, instead
of paying a bit more for a comprehensive, effective structure that is put together correctly
by a skilled professional. Remember: you get what you pay for. Is this an area of your life
you really want to cut corners on?
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APPENDIX F
EQUITY STRIPPING: THE GOOD, THE BAD, AND THE UGLY

BY W. RYAN FOWLER

NOTE: This article is provided for general information only, and should not be
relied on for any particular legal, tax, financial or other situation or plan.

Copyright © 2005, 2006, 2007 The Privacy & Financial Shield LLC. All rights
reserved.

Although equity stripping can be an effective (and sometimes the only) means to
protect assets, it requires much skill to implement properly. Poorly designed programs are
often either vulnerable to fraudulent transfer rulings, or are costly from a tax and/or
economic perspective. In addition to exploring the benefits of equity stripping, this
chapter seeks to identify potential flaws in certain equity stripping programs, along with
creative solutions that sidestep these probleMrs.

WHAT IS EQUITY STRIPPING?

Equity stripping is the process of encumbering an asset with one or more liens as
a means of protecting the asset from future creditors. As defined by the Uniform
Fraudulent Transfers Act (“UFTA”), a lien is “a charge against or an interest in property
to secure payment of a debt or performance of an obligation, and includes a security
interest created by agreement, a judicial lien obtained by legal or equitable process or
proceedings, a common-law lien, or a statutory lien.”™ " In layman’s terms, this means
a lien attaches to any collateral you give someone in order to ensure you repay a loan or
fulfill an obligation. This includes a mortgage, deed of trust, or an agreement that uses
personal property as collateral (placing a lien on non-titled property is usually
accomplished by way of a security agreement; public notice of the agreement is filed with
the appropriate Secretary of State’s office via a UCC-1 form.) It could also be a judgment
lien, tax lien, or other non-consensual lien. While you retain title and (usually) possession
and enjoyment of the property, a lien technically gives its holder an ownership interest in
your property. This means if you default on your debt or obligation, the lien holder may
force the sale of your property at a foreclosure auction and use the proceeds to pay off the
balance of the debt or obligation.

Obviously, if a creditor obtains a lien on your asset, your assets could be
jeopardized. At the same time, liens can be extremely useful. This is because a properly
completed (a.k.a. “perfected”™™ ™) lien will, with very few exceptions, take precedence
over all future liens as long as it is in effect.” If all of a property’s equity is attached to
existing liens, then all future liens placed on your property will essentially be worthless to
their holders. This is because there is no equity left for the subsequent liens to attach to,
which means if a junior lien holder (whose lien doesn’t attach to any equity) tried to
foreclose, he would get nothing from the sale, since every prior lien holder would be paid
first, leaving the creditor with nothing but the expenses he incurred in foreclosing on the

property.
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Oftentimes, equity stripping is the only viable means of protecting an asset. For
example, financed property usually can’t be transferred into an LLC or other limited
liability entity without technically triggering a loan agreement’s “due-on-sale” clause. If
the clause is triggered, then the lending institution typically reserves the right to
accelerate the loan, making the entire balance payable within 30 days; failure to repay the
entire loan may result in foreclosure on the property. Even though lenders usually choose
not to accelerate the loan if a due-on-sale provision is triggered, I strongly recommend
against playing with fire! To be safe, you could get the lender’s written permission to
transfer property to an LLC or other entity. However, the Garn-St. Germain Act™" allows
the equity stripping of most properties without needing a lender’s permission to do so.

Another situation where equity stripping is desirable is when one is protecting
their home. Under §121 of the Internal Revenue Code, a property that is a person’s home
for two years in any five year period qualifies for an exemption on gain if the property is
sold. This exemption is $250,000 for an individual or $500,000 for a married couple.
Although placing the home in a single member LLC (SMLLC) or other entity with
“disregarded entity” tax status™" will preserve this exemption, placing the home in a
family limited partnership (“FLP”), family LLC (“FLLC”), or corporation will not.
Therefore, it may instead be more appropriate to strip the equity to the FLP or FLLC.
Also, it is usually not a good idea to hold a strictly personal asset in a business entity.

Yet another major benefit of equity stripping is that it can be used to protect
anything of value. For example, a gentleman once asked me if I could equity strip his
race horse. [ answered yes, you can even equity strip a horse! If a creditor then tried to
seize the horse and sell it, an equity stripping program would ensure the creditor wouldn’t
get a dime for dong so — all money would go to the senior lien holder, which happens to
be an entity that’s friendly to the debtor. Thus, equity stripping can protect assets that are
not only difficult or impossible to move offshore (such as real estate), but it can also
protect assets that cannot easily be moved outside of a business and leased back (such as
accounts receivable.)

Now that we understand the basics of how equity stripping works, let’s examine
programs that are vulnerable to failing under court scrutiny (the Bad), programs with
painful tax and economic consequences (the Ugly), and programs that have neither
shortcoming (the Good.)

THE BAD
Bogus Friendly Liens

By far the most commonly used of the flawed equity stripping strategies is the
bogus lien. A bogus lien involves a friendly party (either a relative, LLC, Nevada
corporation, or other entity) filing a lien against the target asset. The lien is “bogus”
because the owner of the target asset receives nothing in exchange for granting the lien.
In other words there is no loan or bona fide obligation as a basis for the lien. Even if there
is a basis for the lien, the lien may still be bogus if its basis is much less than the lien’s
amount. Under the UFTA, a lien must be an amount that is of “equivalent value” to the
debt or obligation.™" What’s worse, under the UFTA bogus liens fall in the category of
fraud-in-fact, which is much easier to prove than constructive fraud. Consequently,
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although the bogus lien is easy to implement and maintain, it is also usually pretty easy to
attack and eviscerate. Should a bogus lien occur shortly before a creditor threat arises, a
knowledgeable attorney should have little problem convincing a judge to invalidate the
lien. Nonetheless, despite the weakness inherent in bogus liens, the fact that they are not a
widely known tool means they may offer limited asset protection if they are
inconspicuously implemented far in advance of any creditor claiMrs. "

THE UGLY

After the Bad, we must examine the Ugly. Ugly programs usually work as far as
asset protection is concerned, but they can be quite painful economically. Let’s examine
these Ugly programs, so that you can avoid potentially painful hidden costs and tax traps.

Tax Consequences of Certain Valid Friendly Liens

Not all friendly liens are bogus. If a friendly party gives you an actual loan that is
equivalent in value to the lien, for example, and he is not an “insider’*" as defined in
fraudulent transfer law, then the lien will probably survive a court’s scrutiny. However,
there may still be problems with such a lien. First, you need to find a friendly person or
business entity (which you may or may not have funded with your own cash) that is
willing to loan you money on friendly terMrs. My experience is that people generally
have more wealth placed into hard assets than liquid assets. Therefore, you may find it
difficult to scrape together enough personal wealth to equity strip your $500,000 home.
Second, the interest payments that arise from equity stripping business assets may not be
tax-deductible (especially if the equity stripping program also involves the purchase of a
personal asset such as life insurance, discussed below), but they will almost certainly be
considered taxable income to the lender. If you have a friend who loans you his own
money, and he’s genuinely profiting from interest payments, then he shouldn’t mind
paying the tax. However, if he intends to gift your interest payments back to you, so that
you aren’t losing money in the arrangement, then someone is going to have to foot the tax
bill.

Finally, remember that if you receive a cash loan, you now need to protect the
loan proceeds from creditors, and also make sure to structure the promissory note (a.k.a.
loan agreement) so that the loan is not paid down gradually over time.

Equity Stripping via Commercial Loans: Outrageous Interest Expenses and a
Possible Super-Nasty Surprise

The strength of any lien held by a legitimate commercial lender is it’s practically
impossible to invalidate. The weaknesses are everything else, especially from an
economic standpoint. To illustrate the point, let’s look at the drawbacks of taking out a
2™ mortgage to equity strip a home. In this example, the home has a fair market value of
$500,000 and an existing mortgage of $200,000. The problem with taking out a 2™
mortgage to equity strip is threefold. First, commercial lenders usually only loan up to
about 80% of a property’s value*"', leaving 20% of the equity exposed. Securing
additional loans to completely encumber the property usually involve very high interest
rates (typically 15% or so.) Second, as the loan gets paid down, the property becomes less
and less encumbered and therefore more equity becomes vulnerable. Third, the cost of
making interest payments on the loan can be quite expensive. For example, say you take
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out a $200,000 2™ mortgage on the property, to equity strip it to 80% of its value. If this
was a 30 year loan repaid in monthly installments at 7% interest, you would pay
$195,190.00 in interest before the loan was paid off. If you take out another loan for
$100,000 in order to strip the property of all equity, you may pay 15% interest. Under the
same repayment terms as before, the interest payments equal an additional $355,198.40.
Inflation notwithstanding, this is a very expensive means of asset protection! Of course
you could invest the loan proceeds in government bonds, annuities or life insurance, but
you will still likely end up paying more than you would earn with these investments.
Riskier investments (such as stocks) could provide a greater return, but you could also
lose money and end up worse off than if you hadn’t invested the proceeds at all.

Even from a non-economic standpoint, there are still problems with commercial
equity stripping. For example, mortgages are typically paid down over time, leaving more
and more equity exposed to a creditor. Furthermore, if you find yourself under creditor
attack, you may very well lose the means to make loan payments. Therefore, if you don’t
have cash set aside outside of a creditor’s reach, you may find yourself defaulting on your
loan, resulting in foreclosure of the very property you were trying to protect! Although
these last 2 problems may be overcome, other commercial equity stripping shortcomings
may be difficult or even impossible to remedy.

Accounts Receivable Equity Stripping Through Premium Financing: Variable-
Rate Loan Traps, Disappearing Tax Deductions, and So-Called “Exempt” Life
Insurance Products

The concept behind accounts receivable (“A/R”) premium financing for the
purpose of asset protection is relatively simple. Essentially a business uses its A/R as
collateral to obtain a loan, which is then used to purchase a life insurance product or
annuity. Because many states protect such policies from creditors, the reasoning goes, the
loan proceeds have been protected while also protecting (via equity stripping) the A/R.
Furthermore, because the policy accrues interest, this helps offset the loan’s interest
payments.

Equity stripping in such a manner has become a very popular asset protection
technique. But I need to make it clear that the biggest reason these programs are popular
is not because they work (although the best programs do work.) Rather, these programs
are popular because they are very lucrative for their promoters. For example, an asset
protection planner convinces you to take out a loan for $100,000, using your A/R as
collateral for the loan. Then, he tells you to invest the money in a universal life insurance
policy, because your state exempts these policies from the claims of creditors, and
furthermore you could always borrow cash from the policy in the future if you needed to,
right? Sounds like a great way to protect your A/R, right? Well, what the promoter didn’t
tell you is he just made up to $55,000 from this arrangement, and although this program
may very well protect your A/R from future creditors, A/R equity stripping through
premium financing contains many traps and pitfalls, and most programs out there do not
avoid these pitfalls. Consider the following:

e (Contrary to what many believe, interest payments your company makes on a
loan it took out to purchase an annuity or life insurance policy for you are
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often not tax deductible (you may or may not be able to overcome this
problem if you work with a competent tax attorney.)

* Almost all loans secured by A/R are variable rate loans, whereas your life
insurance product or annuity generally grows at a fixed rate, or in accordance
with the stock market’s performance. In other words, three months after you
take out your loan, you may be unhappily surprised with rising interest rates
on your loan, which makes your A/R financing program much more expensive
than you thought it would be, and now you’re stuck between a rock and a hard
place. That’s ugly!

¢ Although the policy you bought may be exempt in your state, if the company
that sold you a policy operates in other states, then a judgment creditor could
enter their judgment in a state where your policy is not exempt. Because the
insurer operates in that state, and your policy is not exempt there, the creditor
could seize your policy in the non-exempt state. Congratulations, you just lost
your $100,000 policy, but you still have a $100,000 loan to pay off. Super
Ugly!!!

* Above all, remember this: a life insurance salesman can earn up to 55%
commissions by selling you a life insurance policy. In other words, he makes
up to $55,000 by selling you a $100,000 policy as part of an asset protection
program. Do you think some of these insurance reps. might be looking to
fatten their pockets, rather than set up a plan that’s best for you? Do you see
the conflict of interest here?

Now I must emphasize that equity stripping A/R through premium financing is
not always a bad way to go; it is sometimes possible to overcome all A/R premium
financing shortcomings if you use a planner that really knows what he’s doing (most
don’t.) But, considering that many people who’ve done this type of equity stripping were
afterwards very unhappy, make sure you’ve addressed all the potential traps and pitfalls
before committing to such a program.

THE GOOD

Now we come to the Good ways to equity strip. I need to emphasize that even a
Bad program may protect assets, and some Ugly programs can avoid their Ugliness
(though most don’t.) The reason the following programs are Good is because they more
easily sidestep equity stripping pitfalls. However, keep in mind that proper equity
stripping requires much skill, and even a Good technique can turn Bad or Ugly if done
incorrectly.

As we’ve seen, almost anytime a lien involves cash, there tends to be several
pitfalls awaiting the unwary. However, a re-reading of the legal definition of the word
“lien” gives us valuable insight into how these traps may be avoided:

“lien” means charge against or interest in property to secure payment of a debt
or performance of an obligation;*"" [emphasis is mine.]

I believe that an important fact is often overlooked by planners; that liens are
commonly used to secure obligations, and are every bit as valid as cash loans. In fact, a
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lien securing an obligation is superior in many ways to a lien securing a loan. For
example:

e There is generally no negative tax or economic consequence to fulfilling an
obligation.

o No worrying whether or not your interest payments are tax-deductible.

o No interest expenses at all, for that matter.

o No worrying whether your variable rate loan will exceed your fixed-
rate (or risky variable rate) investment.

® It’s very easy to structure a security agreement so that the lien is not reduced
or paid down until your obligation is completed in full. You can even structure
the agreement so that the lien grows until the obligation is fulfilled.

® Your secured obligation almost certainly has absolutely no value to a creditor,
whereas the cash proceeds of a loan always have lots of value to a creditor,
meaning you’ll have to jump through more hoops to protect the loan proceeds.

e [f you’re in trouble with creditors, your liquid assets may be unavailable for
loan payments, meaning your “protected” property is in danger of foreclosure.
However, since creditor troubles should not affect your ability to fulfill non-
monetary obligations, (or rather we could arrange a monetary obligation with
a “friendly” entity) foreclosure is not a problem.

®  You don’t have to worry about “how am I going to get $625,000 to equity
strip my $500,000 home?”

e (Cash loans are easy to quantify, making it very difficult to justify a large lien
securing a small loan. However, certain obligations can be difficult to
quantify, which gives us more leeway when we are structuring an obligation
to be of “equivalent value” to the cash value of a lien.* "™

With the above in mind, let’s examine some ways in which a bona fide obligation
may be used to place a valid lien on property.

Equity Stripping via LLC Capitalization

One of my favorite methods of equity stripping is via LLC capitalization, a
method developed to rectify the shortcomings of other equity stripping prograMrs. The
concept goes like this: two people form a Limited Liability Company (LLC) in order to
run a business (which could be some legitimate, yet easy-to-do activity such as investing
in stocks and bonds.) Under the LLC Acts of every state, each member (member being
the LLC equivalent to partner) can obligate the other, per a written agreement, to
contribute capital (assets) to the company so that it has a means to operate. One of the
members contributes a smaller amount of assets up front to capitalize the company, in
exchange for a small but significant ownership interest (usually 1-5%). The other
member promises to make a large capital contribution over time, in exchange for an
upfront large interest in the company (95-99%). Because the first member contributed his
capital up front, but the second one did not, the 1* member has a valid reason for making
sure the 2" member makes good on his promises. Therefore, the LLC places a lien on the
second member’s property to ensure he fulfills his obligation to capitalize the LLC over
time. As long as the LLC is not considered an insider under applicable fraudulent transfer
law, and the obligation is valid, its fulfillment demonstrable, and it “makes sense” in a
business context, a rock-solid lien has been created on the 2™ member’s property. Such
an arrangement is illustrated in Figure 1, below.
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FIGURE 1

LLC places $625k MEMBER 2%
lien on M2's asset. W
LLc 7| $500,000 cash
valug.

M1 gives FE300
M1 gets 1% interest to LLC
inLLC.

M2 getz 99% interest
inLLC.

M2 gives LLC promissory
note to contribute $625k
over 12 vears.,

MEMBER 2
Promizes $625k
contribtion for
99% interest in
LLC.

MEMBER 1
Contributes

FE300 for 1%
interest in LLC.

It’s important to note in this scenario that Member 2’s promised contribution
could take many forMrs. It could be a promise to contribute cash, services, equipment, or
other property. And after the lien expires, the members could dissolve the LLC and
typically all returns of capital will revert back to them tax free. Furthermore, almost any
type of asset could be equity stripped via this method, whether it be A/R, real estate, or
personal property. Indeed, the flexibility of equity stripping via LLC capitalization is so
great, that practically any type of asset could be protected, according to practically any
terms that fit within the realm of normal business practice.

The Lessor’s Lien: A/R Equity Stripping Without Premium Financing
Headaches

As a corporate officer of several companies, I am often tasked with reviewing
various real estate lease agreements. Most of these agreements contain a lessor’s lien
clause. These liens are not part of an intentional asset protection program; rather they are
liens that arise in the normal course of business. As mentioned previously, a lien may be
used to ensure someone meets an obligation. In this instance, the lessor wants to make
sure that the lessee fulfills his lease, so oftentimes a UCC-1 financing statement (used to
perfect a lien against non-titled property) is filed against the lessee’s accounts receivable,
furniture, equipment, and other assets. Of course in this situation the lessor is not trying
to protect the lessee’s assets against other creditors, but that is exactly what he’s doing.

The best asset protection planners understand how liens are used in such everyday
business arrangements, and they capitalize on such processes. Utilizing a standard
business arrangement for asset protection is especially desirable because it appears that
no intentional asset protection was done. Because normal business arrangements often
use accounts receivable to secure a lease agreement, a lessor’s lien is an especially good
way to protect this valuable asset.
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The best type of lessor’s lien, of course, is one that is held by a company who is
friendly towards the lessee, because we can then draft the lease and lien terms to best suit
our needs. Often times I will take property in a business, sell it to another business, and
lease it back to the original business. This is called a “lease-back™ arrangement, and has
two benefits: first you protect one piece of property by putting it in a separate entity, and
then you lease back the property to the original entity, and put a lessor’s lien on a second
asset. For example, an LLC could sell an office building to a 2™ LLC, lease the building
back to the 1*' LLC, and subsequently place a lessor’s lien on the 1* LLC’s accounts
receivable. As simple as the concept sounds, a lessor’s lien in this or similar
circumstances still requires a high degree of skill to do correctly. The trick is to transfer
the original asset into a separate entity in a manner that won’t be considered a fraudulent
transfer, among other things. Also, one must structure each entity so that they’ll be
respected as separate entities if challenged in court. For example, sometimes if one entity
is sued, and the managers of that entity also happen to manage the o entity, both entities
will be considered to be only one entity under the “theory of interlocking directors.” This
“piercing of the veil” of the 2" LLC will not only avail the 1 LLC’s creditor of the 2"
LLC’s assets, but also invalidate the reason for a lien on the company’s accounts
receivable. Therefore if you wish to do a lessor’s lien between friendly companies, make
sure you hire a skilled professional to assist you.

Multi-Stage Equity Stripping: The Solution to Traditional Equity Stripping
Shortcomings

Despite the advantages of equity stripping via LLC capitalization and the lessor’s
lien, these programs may not completely meet an individual’s needs. For example, if an
individual wanted to protect their $500,000 free and clear home, they would have to
promise a large capital contribution of either services or cash to the LLC. Honoring such
an obligation might not be desirable. Furthermore, if the person who held the obligation
manages the LLC, then the LLC that holds the lien would be considered an insider under
fraudulent transfer law. Although this does not necessarily mean a fraudulent transfer has
occurred, it may somewhat reduce the lien’s chance of survival if its validity was
challenged. Fortunately, multi-stage equity stripping allows us to overcome these
obstacles.

Multi-stage equity stripping is simply the process of placing two or more liens on
a piece of property. If the target property is real estate (the most common equity-stripped
asset), we most often have a client use the property to obtain an Equity Line of Credit
(ELOC). The benefits of an ELOC are fourfold. First, although the lien is filed when the
ELOC account is opened, one need not pay interest or other fees until the ELOC is
actually used. Only under severe creditor duress does the ELOC even need to be
exercised*™. Second, oftentimes homeowners wish to “un-trap” equity in their homes, so
that they may invest the proceeds for profit.” An ELOC is an ideal means of doing this.
Third, an ELOC can continuously strip a target property of 75% or so of its equity.
Unlike a traditional mortgage, which will gradually be paid down, one can choose to only
pay interest on the ELOC (or, if principle payments are required, then the repaid principle
could be taken out again), thus ensuring, if necessary, that an increasing amount of equity
will not be exposed to creditors. Furthermore, because much of the equity is stripped via
an ELOC, it is easier to strip the remaining equity with an equity stripping via LLC
capitalization program. Finally, even if a less than ideal (strength-wise) equity stripping
via LLC capitalization program is used, from a creditor’s standpoint the program will
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only attach to the least desirable equity. This is because if a creditor forecloses on a
debtor’s real property, the property will likely only sell for 60-80% of its fair market
value. Because the ELOC typically covers this equity anyway, and the ELOC has
virtually no chance of being undone by a court, the creditor has little incentive to
challenge the 2™ lien. Despite this fact, we still wish to place the 2™ lien on the property,
to cover its equity in case the property appreciates, or if in the future the owner decides to
sell the property for fair market value while a junior judgment or other “hostile” lien is
encumbering the property.

How Equity Stripping Works When Creditor Threat Arises

Implementing the best program for your situation is not all we must know in order
to protect assets via equity stripping. We must also know what to do if a judgment or
other non-consensual lien, such as a federal tax lien, attaches to equity stripped property
(hereinafter we’ll include all such liens when we use the term “judgment lien”). Although
a judgment lien may not attach to any actual equity, if we ever sell the property, the lien
may follow the sold property afterwards. Since prior liens are usually paid-off at the point
of sale, this means that these hostile liens could then be the first liens on the property
once the buyer acquires it! Of course this would be unacceptable to the buyer, as well as
to any institution that might finance the purchase, so before selling this property, we must
get rid of all hostile liens. This is accomplished by having our friendly lien foreclose on
the property. Foreclosure, of course, is only necessary when you want to sell equity-
stripped property that has junior hostile liens on it. Often a favorable settlement is
reached prior to this occurrence, and thus the hostile lien is removed and foreclosure is
not necessary.

Before discussing foreclosures, we must warn that not all states treat foreclosures
identically. Therefore, checking with a local attorney is a must before foreclosing. With
that in mind, foreclosures typically happen one of two ways: by judicial foreclosure, or
by a private party foreclosure. The type of foreclosure depends on the type of lien filed
against the property. If the lien is a mortgage, then foreclosure occurs under court
supervision. A deed of trust is foreclosed without court oversight. Obviously, a deed of
trust is easier to foreclose, since it doesn’t involve the court, and therefore a deed of trust
should be used as the lien document of choice whenever possible. Regardless, however,
expect to pay $2,000 to 5,000 to for the entire foreclosure process.

The foreclosure process usually requires posting at least a couple public notices of
such in a local newspaper or other publication, and it can take anywhere from three to six
months from its inception before the actual auction occurs. The auction will typically be
held by the deed trustee if the lien is a deed of trust, or a sheriff if the lien is a mortgage.
When a foreclosure sale is held, the minimum bid is usually the amount of the lien that is
being foreclosed. The winning bidder must pay at least this amount, or more, if he bid
above the minimum. However, when the bidder acquires the property, it is still subject to
senior liens. For example, if we have a $500,000 home with a $400,000 1* mortgage and
a 2" lien (which is our equity stripping program) on it for $250,000, and the 2™ lien
forecloses, the bidder must pay at least $250,000 and he still pays on the $400,000
mortgage note after he acquires the property. Any liens junior to the foreclosing lien,
however, are wiped out, and the buyer has no obligation to pay them.

Obviously, in our preceding example the buyer would not be getting a good deal.
He’d pay at least $250,000 for a $500,000 piece of property, but he’d still have to pay off
the $400,000 1* mortgage. This begs the question “what happens if no one bids at the
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auction, since doing so may not be a good deal?” In this case, if there are no bidders, then
the lien holder who foreclosed becomes the new owner of the property, which is still
subject to senior liens but free of junior liens. If this lien holder was an entity friendly to
the property’s owner, it could then sell the property, and sale proceeds would flow into
that LLC, thus remaining out of creditor reach. Careful planning would even allow us to
restructure the entity so that the Internal Revenue Code §121 exemption™ on gain upon
sale of a personal residence is allowed when the property is sold.

In summary, although equity stripping requires great skill to do correctly, creative
and knowledgeable planners should have no problem finding an effective equity stripping
method that meets their clients” needs while minimizing the expense and effort involved
in maintaining such a program.
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APPENDIX G
AN OVERVIEW OF VARIOUS TRUSTS
MENTIONED IN THIS INTEGRATED ESTATE AND ASSET PROTECTION REPORT

NOTE: This article is provided for general information only, and should not be
relied on for any particular legal, tax, financial or other situation or plan.

Charitable Remainder Trusts (CRTs)

The CRT, as defined by §664 of the IRC, is a popular estate planning tool that
provides for multiple benefits. Essentially, a grantor transfers property to a CRT and
receives annual payments from the trust for his lifetime or for a designated number of
years, after which the trust terminates. Upon the trust’s termination, all remaining assets
(the remainder) pass to a charity or charities in accordance with the trust agreement. Even
though remaining trust assets do not pass to charity until the trust’s termination, the
grantor is allowed an income tax deduction the year the trust is created that is equal to the
estimated value of the charitable remainder gift.”" This deduction is often very
significant. For example, let’s say Tim creates a CRAT and funds it with $1 million. The
CRAT will terminate upon his death, and in the meantime he receives annual income
payments of $100,000 annually. In accordance with IRS-approved actuarial tables, by the
time Tim dies the trust should have a remainder of $500,000. This means, in the year the
trust is created, Tim may take a $500,000 income tax deduction. Assuming Tim receives
$500,000 or more that year as ordinary income, then his tax savings will be more than
$170,000.

There are essentially three types of CRTs: the Charitable Remainder Annuity
Trust (CRAT), Charitable Remainder Unitrust (CRUT), and the Net Income with
Makeup Charitable Remainder Unitrust (NIMCRUT). CRATS distribute a fixed dollar
amount each year, whereas a CRUT has a percentage of overall trust assets distributed
each year; the value of the CRUT’s corpus is evaluated annually in order to determine the
actual dollar amount distributed. We will discuss the NIMCRUT later in this section.

For a CRT to qualify as such, it must meet the following criteria:

e A CRAT must pay at least 5% but no more than 50% of its initial corpus
annually;*" a CRUT must pay at least 5% but no more than 50% of its corpus in
accordance with its annual valuation amount.*"

e Atleast 10% of the CRT’s initial corpus must pass as a remainder to charity.

e A CRT may last a maximum of 20 years, or for the lifetime or lives of the
grantor(s).”"

e When the grantor(s) die, all remaining trust assets must pass to a charity that
meets the criteria set forth in §170(c) of the IRC.

CRT’s are ideal for almost anyone who plans to give away some of their estate to
charity when they die. This is because a normal charitable gift upon their death only
qualifies for an estate tax deduction, wherein the gift is not included in the grantor’s
taxable estate. However, property gifted to a CRT qualifies for an estate tax and income
tax deduction, plus the CRT assets may be invested and grown inside the CRT tax free;
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only annual distributions to the grantor are taxable when they are made."" Because a
CRT’s assets are exempt from taxation while in the trust, many tax planners recommend
the transfer of highly appreciated assets to a CRT so those assets may be sold tax free
while the assets remain in trust.

Although many people like the fact that CRT’s meet their charitable goals while
providing a steady income stream and a sizeable income tax deduction, some people are
hesitant to use one because they’d rather have their wealth pass to heirs. However, if a
CRT is used in conjunction with a Wealth Replacement Trust, then the grantor, charity,
and heirs all come out on top. This is because the income tax deduction taken when a
CRT is funded provides extra cash that may be used to purchase a life insurance policy
held in the Wealth Replacement Trust, which is essentially an ILIT. When the CRT’s
grantor dies, the life insurance proceeds pass to heirs in lieu of the charitable gift. Thus,
the charity receives the gift from the CRT, the heirs receive the life insurance proceeds,
both assets pass outside the grantor’s taxable estate, and everyone is happy.

Though CRTs have many benefits, one complaint we often hear is that a grantor
must receive distributions from the trust each year. Many individuals would prefer to
receive little or no distributions initially, and then receive more distributions later after
they retire. To some extent, we can meet this goal with a Net Income with Makeup
Charitable Remainder Trust, or NIMCRUT. With a NIMCRUT, the lesser of trust income
or the annual unitrust distribution are distributed each year, and if annual income is less
than the unitrust distribution, this deficiency can be "made up for" in later years when
income is greater. The bottom line is a correctly structured NIMCRUT allows one to take
out less in the trust’s early years and more in later years, when retirement income is
needed. Of course, for maximum effect the NIMCRUT should be funded with assets that
produce little or no income. Later on, those assets could be sold and used to purchase
high income-producing assets.

Of final note is the fact that the payout features of the NIMCRUT and standard
CRUT can be combined into a flip unitrust. With a flip unitrust, the trust can start as
either a NIMCRUT or CRUT until a triggering event occurs (as defined in the trust
document), upon which the payout method switches to the other method.

From an asset protection perspective, how does the CRT fare? The answer is the
principle fares well but the income distributions may be attached by a beneficiary’s
creditor as they’re made. The workaround, of course, is to make the beneficiary a
DEMMLLC. Although a person or entity other than the grantor or DEMMLLC may be
used, this may not be a good idea as the income will probably then constitute a taxable
gift from the grantor to the beneficiary. Since the DEMMLLC is completely disregarded
from the grantor, however, it may safely be designated as the CRT beneficiary without
triggering adverse tax consequences.

Intentionally Defective Grantor Trusts (IDGTs)

NOTE: Although IDGTs are not mentioned in this asset protection report, they are
included in this Appendix since they are closely related to and are thus helpful to
understanding the mechanics of a DBETT, which is discussed in the next section.

Sophisticated estate planners know that even though a grantor trust is disregarded

from its owner for income tax purposes (meaning the grantor pays the trust’s income tax),
the same may not always be true for estate and gift taxes. Although the corpus of a

61



grantor trust is usually included in the grantor’s gross estate when he dies, there is an
exception to this rule with the Intentionally Defective Grantor Trust (IDGT).“"" This is
also true for the Defective Beneficiary-Taxed Trust (DBETT), which we discuss in the
next section.

IDGTs are designed so as not to be included in the grantor’s gross estate.
Furthermore, gifts made to an IDGT are complete for gift tax purposes and therefore
subject to gift tax at the time they’re made. Notwithstanding this, IDGT’s are
“intentionally defective” so that the grantor, not the trust, is liable for the trust’s income
taxes. This intentional defect is beneficial from an estate planning perspective because, if
the grantor pays for the trust’s taxes, then the grantor has an opportunity to move more
wealth out of his taxable estate while allowing the trust to keep more wealth that will
ultimately pass to heirs.

Besides being irrevocable, the reason IDGT’s are separate from the grantor for
gift and estate tax purposes but not for income taxes has to do with its method of funding.
In a nutshell, when a trust’s grantor borrows trust corpus from a non-grantor trust in the
form of an unsecured loan, he becomes liable for income taxes attributed to that property
until the promissory note is completely satisfied. If a grantor borrows or purchases all of
the trust’s assets, then he is considered the 100% owner of the trust for income tax
purposes, even though the trust is otherwise a non-grantor trust.

An IDGT is typically created in the following manner:

1) A grantor makes a taxable gift of cash or other property to a non-
grantor, irrevocable trust. This property should be at least 10% of the
value of the assets the grantor plans to later sell to the trust. This
ensures that the assets later sold to the trust will not be used as the sole
source for paying off the promissory note. If the assets were the sole
source of note payments, those assets could be at risk of being treated
by the IRS as a retained interest of the grantor, which would cause the
trust to be included in the grantor’s gross estate.™

2) The grantor then sells income-producing property to the trust, and the
trust issues the grantor a promissory note plus its initial funding of cash
or other property. The initial funding is a down-payment on the
purchase, and trust income is used to make note payments.

3) Usually the promissory note calls for interest-only payments with a
balloon payment due when the trust terminates after the grantor’s death.
The note will be included in the grantor’s gross estate when he dies.
However, because the note is unsecured, it is worth less, for estate tax
purposes, than its face value. This “discount” is similar in concept to the
valuation discounts given to limited partnership interests (although the
discount is not for the same reason).

4) The interest rate on the note should be, at a minimum, the applicable
federal rate. The applicable federal rate is a loan interest rate published
monthly in the Internal Revenue Bulletin. To the extent the note’s
specified interest payments are below this rate, a taxable gift occurs;
this is known as a “gift loan”. Fortunately, the minimum interest rate as
specified by the IRS is low, usually in the 3-4% range.

5) To maximize estate tax savings, property is often put in a family limited
partnership (FLP) before it is sold to the trust.” Then, the limited
partnership interest is sold to the trust instead of the actual property
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(which remains the property of the partnership.) This strategy allows for
a double discount: the FLP discount plus the discount on the unsecured
promissory note.

From an asset protection standpoint, there is a glaring weakness with IDGTs:
since the grantor is, at the very least, an income trust beneficiary, the trust is at least to
some extent self-settled and thus exposed to creditor threats. This problem is solved by
using a DBETT trust, which we discuss next.

Defective Beneficiary-Taxed Trusts (DBETTs)

The relatively recent emergence of asset protection as a mainstream practice field
has resulted in an improvement of several estate planning tools. The Defective
Beneficiary-Taxed Trust, or DBETT (also known as the Beneficiary Defective Trust or
Beneficiary-Taxed Irrevocable Trust (BETIR Trust)), is one example of such
improvements. It is similar to an IDGT except it is not self-settled, and thus it is a
stronger asset protection vehicle.

The means for creating a DBETT is spelled out in §678 of the Internal Revenue
Code. In §678(a)(1), if a beneficiary has power to withdraw or otherwise take possession
of all of a trust’s principal or income, then he’s considered to be 100% owner of the trust
for income tax purposes, in the same manner as a grantor would be the owner, for income
tax purposes only, of an IDGT. This power, however, may lapse after a period of time (30
days, for example), after which, as long as the beneficiary retains one of the powers that
would make the trust a grantor trust under §671-677 of the IRC, the trust will continue to
be beneficiary taxed.”™ In other words, we can create a DBETT the same way we create
an IDGT, but with the following differences:

1) After a beneficiary’s power to withdraw trust assets lapses, he will
transfer an asset to the DBETT in exchange for an unsecured
promissory note of equivalent value, just like a grantor would do with
an IDGT.

2) The grantor can be anyone besides the beneficiary or his spouse (the
spouse may be acceptable as grantor in some cases, but not in most),
and can be funded with an asset worth as little as 1% of the value of the
target asset that will later be transferred to the trust. For maximum asset
protection, the best case scenario would be for the grantor to not be an
insider of the beneficiary under fraudulent transfer law.

3) After the beneficiary’s withdrawal right lapses, the trustee, who should
ideally be someone who is not an insider of the grantor or beneficiary
under fraudulent transfer law, should have full discretionary and
spendthrift withholding powers so as to be able to protect trust corpus
from creditors.

DBETTSs have the same estate tax planning advantages as IDGTs: the grantor (or,
in the case of a DBETT, the beneficiary) pay all trust taxes, which helps reduce his
taxable estate, and trust assets are not included in a person’s gross estate when he dies.
However, in contrast to IDGTs, DBETTs are not self-settled and thus can provide
excellent asset protection. Furthermore, so long as a DBETT’s funding involves an
exchange of equivalent value, it provides substantially stronger asset protection than even
a conventional non-self-settled trust that received its corpus without consideration. For
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these reasons, many planners consider the DBETT to be the most asset-protected
domestic trust available.
Living Trusts

The most common trust is the living trust, which is also known as the Family
Trust, Loving Trust, or Revocable Inter Vivos Trust. As mentioned previously, the living
trust’s primary goal is to avoid probate of the grantor’s assets when he or she dies, as well
as provide for a means of managing the grantor’s assets if the grantor becomes
incapacitated.”™" Avoiding the time and hassle of the court-supervised process of
distributing a deceased person’s (decedent’s) assets to their heirs may sound desirable,
but are living trusts for everyone? The answer depends on the decedent’s state of
residence and the size of their estate. Some states, such as California, Delaware, Florida,
and New York, have a relatively long and expensive probate process. However, other
states, such as North Carolina, have a streamlined process. A small, simple estate in a
state such as North Carolina may be inexpensively settled in as little as two to four
weeks. However, probate of a more complex, large estate in a state such as California
could drag out for a couple years, and legal and other costs could reach into the hundreds
of thousands of dollars. Perhaps one drawback of probate that’s universal to all states is
the fact that anyone who wants to may access the probate records (including a list of
estate assets) during probate.

There are also assets that avoid probate even without the use of a living trust.
Such assets include:

e Property held as tenants by the entirety (TBE) or as joint tenants with right of
survivorship (JTWROS). Full ownership automatically passes to the surviving
owner. We discuss these ownership types more thoroughly in chapter 7.

e Payable on Death (POD) bank accounts, which are available in several but not all
states. Upon the owner’s death, proceeds go directly to the named beneficiary,
bypassing probate. The beneficiary may not access funds before the owner’s
death, neither need he be aware of the account prior to the owner’s death. These
accounts are also known as Totten Trusts.”™

e Transfer on Death (TOD) securities, also available in several states. Securities are
transferred on death if these securities are registered appropriately, and the
beneficiary provides a certified death certificate and a signature guarantee.

e Life insurance proceeds with a named beneficiary; however probate is not
bypassed if the beneficiary is the estate.

e Retirement plans with a named beneficiary, unless the beneficiary is the estate.

If an individual has had multiple marriages (especially if there are different
children from different marriages), an estate over $500,000 in value, property located in
multiple states, or a desire for privacy, then a living trust is probably a good idea.

As mentioned previously, living trusts are created during the grantor’s lifetime,
and the trust may be amended or revoked by the grantor at anytime before he dies. The
grantor thus retains complete control over trust assets during his lifetime, as well as the
ability to receive as much income from the trust as he wishes. Oftentimes the grantor is
actually the trust’s trustee.

Because the grantor retains complete control over trust assets, any gifts made to
the trust are gift tax free. However, there is a downside to retaining such control over a
trust. First, any assets held in a living trust are included in the grantor’s estate for the
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purposes of calculating estate tax liability even though the assets are not included in the
estate for probate purposes. Furthermore, living trusts provide very little asset protection,
as it is standard procedure for a judge to order the grantor to revoke the trust so that all
assets revert back to his ownership, thus becoming subject to creditor attachment.
Remember: a creditor of a grantor can control or access trust assets to the same extent the
grantor can.

Upon the grantor’s death the trust becomes irrevocable, and if the grantor was
trustee then a new trustee is appointed in accordance with the trust. Usually a living trust
includes a list of successor trustees for this very occasion. Upon the grantor’s death, trust
assets are normally distributed to heirs according to the provisions of the trust. However,
this is not always the case. Some assets may be held in trust if the beneficiaries are still
minors. Perhaps the assets are not distributed until the heirs are even older, or perhaps
certain beneficiaries only receive income from the trust while it remains in force. Because
trusts can be drafted in any manner so as to meet the grantor’s needs, there will usually be
some variation between trusts, even if they are the same type of trust. This flexibility is
what gives trusts much of their power. If an heir is mentally challenged or otherwise
disabled, for example, the trust could make sure that heir’s needs are met even after the
grantor dies.

Some living trusts contain provisions that will cause the creation of other trusts, or
sub-trusts, upon some triggering event, usually the grantor’s death. Credit shelter trusts
(discussed later) are often created in such a manner.

Credit Shelter Trusts

Perhaps the most common estate tax reduction tool is the credit shelter trust. This
trust is also commonly known as the family trust, bypass trust, A-B trust,”" or non-
marital trust. It is an irrevocable non-grantor trust, which may be created according to a
will or living trust at the time of the first surviving spouse’s death, or it may be created
beforehand. Typically, the children or other heirs (not including the spouse) are the
remainder beneficiaries and the surviving spouse is an income beneficiary. The goal of
the trust is to maximize each spouse’s $1 million estate tax exclusion, so that estate taxes
are only paid on a combined estate in excess of $2 million rather than $1 million.
Furthermore, the credit shelter trust may provide income to the surviving spouse during
his or her lifetime. The basic strategy is for each spouse to own about half of their
combined assets or, if the combined estate is worth more than $2 million, for each spouse
to own at least $1 million in combined assets.”™ When one spouse dies, the other spouse
keeps their $1 million, or receives a gift from the decedent so that the surviving spouse’s
property equals about $1 million in value. The excess is then placed into a credit shelter
trust, with the children or other heirs as remainder beneficiaries and the surviving spouse
as an income beneficiary. The following examples demonstrate why a credit shelter trust
may be useful.

EXAMPLE 1: Dan and Mary are a married couple with a combined estate worth
$2 million. Dan owns almost all of the couple’s assets. Dan dies in 2012. In
accordance with his will, his assets pass to Mary. Because spouses may make
unlimited gifts to one another, the almost $2 million gift to Mary is tax free.
However, Mary’s estate is now worth $2 million. When she dies a year later, her
estate is valued at $2 million and her estate pays taxes on $1 million (the value of
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her estate in excess of the $1 million estate tax exclusion amount), a situation that
could have been avoided if $1 million of Dan’s estate went into a credit shelter
trust instead of to Mary. If a credit shelter trust had been used, Mary’s estate
could have only been worth $1 million when she died and no estate tax would
have been due. Furthermore, she could still have received income from
investment returns on the $1 million transferred into the trust. Upon her death
both her assets and the trust assets could be distributed to Dan and Mary’s heirs
tax free.

EXAMPLE 2: Dan and Mary are a married couple who have an estate worth $2
million. All assets are in Dan’s name. In 2012, Dan dies. $1 million of his estate
goes to Mary, and the rest goes to their children. Because spouses may make
unlimited gifts to one another, the $1 million gift to Mary is tax free. The
remaining $1 million is also tax free because Dan’s estate tax exclusion amount is
$1 million. When Mary dies, her $1 million estate (we’ll assume it doesn’t grow
between the time of Dan’s death and her death) will also be under the $1 million
exclusion amount for her estate, and thus her estate will pass to heirs free of estate
taxes. However, Mary wasn’t able to receive income from the $1 million inherited
by her children from her husband. Furthermore, her children were free to
squander their inheritance, which was also exposed to their creditors. A credit
shelter trust could have avoided this.

EXAMPLE 3: Dan and Mary are a married couple who have an estate worth $2
million. $1.5 million in assets are in Dan’s name, and $500,000 is in Mary’s
name. In 2012, Mary dies. Mary’s estate is distributed to her heirs (or to a credit
shelter trust), but when Dan later dies, he still has $1.5 million in his estate, which
means he has to pay estate taxes on $500,000. The shortcoming here is that Dan
and Mary should have each owned about 50% of their combined marital estate, or
each spouse (if the combined estate is worth more than $2 million) should own at
least $1 million in their name only. If one spouse owns less than half of the
marital assets, or less than $1 million, then if that spouse dies first there is a risk
of having to pay estate taxes that otherwise could have been avoided.

As we can see, credit shelter trusts can be a powerful estate planning tool.
However, they are best utilized when each spouse separately owns the correct amount of
assets (except when the couple lives in a community property state, since in such a state
each spouse is automatically deemed to own 50% of marital property). Unfortunately this
may not be the best idea from an asset protection perspective, if one spouse is in a
significantly higher risk profession than the other. From an asset protection standpoint,
it’s best to title as many assets as possible in the name of the spouse with the least
exposure to liability. However, we can compensate for this by contributing the high-risk
spouse’s assets, where appropriate, into an LLC or an exempt asset such as life insurance
(if such is protected by law) without actually transferring the asset to the other spouse.

Irrevocable Life Insurance Trusts (ILITs)
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The ILIT is a very popular estate planning tool, which also may provide excellent
asset protection for life insurance policies purchased in a state that does not exempt such
from creditor attachment.

Although life insurance proceeds are income tax free, they are not exempt from
estate taxes. Thus, if insurance proceeds are payable to the insured person’s estate or the
estate’s executor, the payout will be included in the decedent’s gross estate. One way to
sidestep this is to make the owner and beneficiary of the policy someone other than the
person who is insured, and who will not be an executor over the insured person’s estate
upon his death. The insured person could then make gifts to the beneficiary to pay policy
premiuMrs. Such an arrangement will cause the policy proceeds to not be included in the
insured person’s estate when he dies.

While this arrangement works from a tax savings perspective, is simple to do, and
does not require a trust, it has certain drawbacks:

e Life insurance proceeds are often used to pay estate taxes and other expenses
when a person dies. However, if the beneficiary is someone other than the
decedent’s estate or executor, then that person has no obligations to the estate, and
may keep the money for himself. Although an ILIT cannot directly pay estate
taxes and other expenses without the insurance proceeds being included in the
decedent’s estate, the ILIT can pay for these expenses in one or more less direct
ways, which may include purchasing assets to the estate or making cash loans to
the estate.

¢ In addition to (indirectly) increasing an estate’s liquidity, an ILIT can also allow
the insured person to direct (through the trust document) how insurance proceeds
will be used after he dies. Payouts made directly to an individual beneficiary will
be spent or squandered by that individual however he sees fit.

e A beneficiary’s creditors may, in some states, be able to attach insurance
proceeds. An ILIT can be structured so as to prevent this.

e An ILIT will protect beneficiaries that are receiving aid from various government
programs (Medicaid, etc.) so that they may continue to receive such aid.

e If an individual beneficiary dies, the insured person may not be able to control
where the policy’s beneficial ownership is transferred to. An ILIT will prevent
this from happening.

In light of the foregoing, using an ILIT to keep life insurance proceeds outside
one’s taxable estate is often preferable to naming an actual person as the policy’s owner
and beneficiary. However, if the trust’s grantor retains any “incidents of ownership” over
the policy, the policy may still be included in the grantor’s taxable estate.”"" Practically
speaking, if a person retains any power to change a policy’s beneficiaries or otherwise
direct who the policy proceeds will go to, to use the policy as collateral for a loan, or to
assign, revoke, cancel, or surrender the policy, or to direct the policy’s nominal owner to
do any of the foregoing, then such powers are an incident of ownership and the policy
shall be included in that person’s gross estate when he dies. Even if a person needs
another’s to consent before doing any of the foregoing, if he has any of the
aforementioned rights or powers the policy’s proceeds will still be included in his
estate.”™""

One must also be careful when transferring an existing life insurance policy into
an ILIT. If a person dies within 3 years of transferring their policy, the policy will be
included in their estate.”™"" Finally, if one wishes to make up to $12,000 tax-free gifts
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each year to the ILIT, the ILIT must have a Crummey provision. And, like all Crummey
trusts, one should consider reinforcing the trust against a beneficiary’s creditors by
placing the beneficial trust interest in a DEMMLLC.

Non-Qualified Personal Residence Trusts (Non-QPRTs)

How then might one overcome a QPRT’s asset protection and potential tax
shortcomings? One way is to use a non-QPRT, or NQPRT. A non-QPRT is basically a
trust that holds a home while not being qualified for estate tax savings under IRC §2702.
Nonetheless, estate tax savings may still be realized, although not in the same way as
with a QPRT.

A non-QPRT is a non-self-settled, irrevocable grantor trust that buys the home. It
is taxed like an IDGT (which we discuss later in this chapter) so that trust assets are not
included in the grantor’s estate. Simply put, the trust gives the grantor a self-canceling
installment note (SCIN) in exchange for their home. As we discussed in the chapter on
trust fundamentals, an SCIN is a promissory note to pay a debt in regular installments,
however if the note-holder dies, then the note is cancelled and the trust owes no further
payments; the home is now owned free and clear by the trust. As long as the promissory
note’s value is equivalent to the fair market value of the home, the transfer of the home to
the trust in exchange for the SCIN is an exchange of equivalent value and thus the
transfer is much less likely to be considered fraudulent.

After the transfer, the grantors pay fair market value rent to the NQPRT for their
continued use of the home, which the NQPRT in turn uses to make payments on the
SCIN. After the fraudulent transfer statute of limitations expires, one may safely engage
in more aggressive estate tax savings, if desired, by forgiving up to $24,000 in note
payments per year as a split gift between husband and wife. Thus, rent payments are
made to the trust, which reduces each grantor’s taxable estate, and the trust can keep
more of those payments from going back to the grantors since it now pays little or
nothing on the SCIN. When the grantors die, the home and any rent payments that have
accumulated in the trust are not included in their gross estate. They instead pass to their
heirs, who are beneficiaries of the trust.

The NQPRT is a stronger asset protection tool than the QPRT because the home
is transferred to the trust in exchange for something of equivalent value (the SCIN), and
furthermore the grantors do not live in the home rent free. There is also less risk with a
NQPRT from an estate tax perspective, since there is no term of years a grantor must
survive in order to make sure the trust reduces estate tax liability.

A NQPRT is often a more effective tool than a QPRT, but it is not a good idea for
anyone merely wishing to protect their home. Remember, a NQPRT is an irrevocable
trust, meaning once you make the transfer, you can’t get the home back. For maximum
asset protection, the grantors shouldn’t retain the right to direct the trustee to sell the
home, purchase a new home, or distribute trust funds to the grantors. A NQPRT, like the
QPRT, is meant to eventually pass a home to one’s heirs. Furthermore, transferring a
mortgaged home to a non-QPRT may cause problems with the mortgage holder, which
means only unencumbered homes, or homes whose mortgage could be paid off, are ideal
candidates for a non-QPRT unless the mortgage holder agrees to the transfer. Therefore,
if the parameters of an NQPRT do not match an individual’s goals and circumstances,
they should protect their home via equity stripping, which is discussed in chapter _____ of
this book. Alternatively, a person could move to one of the five states that protect 100%
of a homestead’s value from creditors, or perhaps use a Domestic Asset Protection Trust
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(DAPT) if his state of residence has passed DAPT legislation (however the authors
recommend DAPTS only if none of the other strategies are feasible).

' CA Cd. of Civ. Proc. §704.115(a)(3) and (e).

"29 U.S.C. §1144(d).

"26 CFR 1.401(a)-13(b)(2).

" Estimated estate value, estate tax liability, and amount of wealth passing to heirs if no estate planning is
done was calculated using the estate tax calculator found at
http://www.finance.cch.com/sohoApplets/EstatePlan.asp. NOTE: The estimates made in Tables 1 and 2 of
this report assume that neither Mr. nor Mrs. Doe’s lifetime gift tax credit has been used. This means they
haven’t made gifts of a present interest of more than $12,000 in any given year to any one person, and they
haven’t made any gifts of future interests.

' Ca. Cd. of Civ. Proc. § 704.100(b).

"' Because there are always some assets that remain outside a living trust, and because other decisions not
involving trust assets may need to be made while the grantor is incapacitated, a durable power of attorney
should be obtained in addition to using a living trust. Because of there relative simplicity, any estate
planning attorney should be able to draft a durable power of attorney.

" Tax savings depend on the following: at least one spouse lives until 2011 or later, the fair market value
of assets in this report (as given to PF Shield by the Doe family) are accurate, and assets appreciate at a rate
of 8% per year or more.

" In the A-B trust arrangement, the “A” trust is included in the surviving spouse’s gross estate, and that
spouse has rights to trust and income and may also (if the trust so allows) have the power to access trust
principal. The “A” trust is often a QTIP, QDOT, or other trust that qualifies for the unlimited marital
deduction (QTIPs and QDOTs are explained elsewhere in this chapter). The “B” trust is a credit shelter
trust, which the surviving spouse may only receive income from, and which will not be included in his or
her gross estate when he or she dies.

" In a community property state, all marital property is automatically deemed owned 50% by each spouse,
unless there is a written agreement to the contrary (such as a prenuptial agreement, postnuptial agreement,
or transmutation agreement.) This book’s chapter on co-ownerships discusses community property
ownership in greater detail.

* Tax savings depend on the following: at least one spouse lives until 2011 or later, the fair market value of
assets in this report (as given to PF Shield by the Doe family) are accurate, and assets appreciate at a rate of
8% per year or more. The valuation discount rate for this LP is 30%.

™ Note that, while an LLC may also be structured so as to use the valuation discount estate tax reduction
strategy, the limited partnership has a more established track record of successfully using this strategy, even
when the strategy is challenged by the IRS. We thus prefer to use LP’s over LLCs when estate tax
reduction is a priority. The first two of many cases to uphold the use of family limited partnerships for
estate tax savings are Watts v. Commissioner, 823 F.2d 483 (11th Cir. 1987) and Harrison v.
Commissioner, 52 T.C.M. 1306 (1987). In Watts, the valuation discount was 35%. In Harrison, the
discount was 45%.

™ CA form 568 tax booklet (2007), pp. 4-5. The total franchise tax due an LLC based on its annual gross
receipts is as follows: GR <$250,000 = $800; GR of $250,001-$499,999 = $1,700; GR of $500,000-
999,999 = $3,300; GR of $1,000,000-4,999,999 = $6,800,000; GR > $5,000,000 = $12,590.

™ For example, an excerpt from In re Turner, 335 B.R. 140 (Bkrpt. N.D. Cal 2005) states that, “’ Asset
protection’ is not illegal and is honored by the law if done for a legitimate purpose... However, an entity or
series of entities may not be created with no business purpose and personal assets transferred to them with
no relationship to any business purpose, simply as a means of shielding them from creditors. Under such
circumstances, the law views the entity as the alter ego of the individual debtor and will disregard it to
prevent injustice.”

*'Tax savings depend on the following: at least one spouse lives until 2011 or later, the fair market value
of assets in this report (as given to PF Shield by the Doe family) are accurate, and assets appreciate at a rate
of 8% per year or more.

* Gaudiosi, Monica M. (April 1988), "The Influence of the Islamic Law of Waqf on the Development of
the Trust in England: The Case of Merton College", University of Pennsylvania Law Review 136 (4): pp.
1244-5.
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x Hudson, A. (2003), Equity and Trusts (3rd ed.), Cavendish Publishing, ISBN 1-85941-729-9, p. 32. See
also the Wikipedia entry on Trust Law as found at http://en.wikipedia.org/wiki/Trust_law.

" Title 26 U.S.C.

™ For example, the Florida Trust Code, § 736.0505 (1)(a) provides that “The property of a revocable trust
is subject to the claims of the settlor's creditors during the settlor's lifetime to the extent the property would
not otherwise be exempt by law if owned directly by the settlor.”

** See for example Texas Trust Code, § 112.035(d) “If the settlor is also a beneficiary of the trust, a
provision restraining the voluntary or involuntary transfer of his beneficial interest does not prevent his
creditors from satisfying claims from his interest in the trust estate.” Another example is found in the
Florida Trust Code, § 736.0505(1)(b) states that “With respect to an irrevocable trust, a creditor or assignee
of the settlor may reach the maximum amount that can be distributed to or for the settlor's benefit...”

™ The eight states that have passed domestic asset protection trust legislation are: Alaska, Delaware,
Missouri, Nevada, Rhode Island, South Dakota, Utah, and Oklahoma.

! There are exceptions to this rule. Alaska, for example, requires a trust to be registered. See A.S. §
13.36.005.

" See IRS form SS-4, p. 2.

PMIRC §2513(a)(1), Treas. Reg. 25-2513(1)(a).

¥ For 2007, this rate is 35% of taxable income over $10,450. 2007 income under $10,450 is taxed
progressively, but at a lower rate.

™" Simple Trusts are defined in §651 of the IRC. For Complex Trusts, see § 661.

¥ There are some situations where an individual other than the grantor is used to measure when the trust
must expire under the rule against perpetuities, however such situations are rare and are thus not discussed
herein.

i United States of America v. Raymond Grant and Arline Grant, (S.D.Fla. 06/17/2005).

" Texas Property Code, §112.035(b).

 Bank One Ohio Trust Company, N.A. v. United States of America, 80 F.3d 173 (6th Cir. 1996). See also
United States v. Rye, 550 F.2d 682, 685 (1st Cir. 1977); United States v. Dallas Nat'l Bank, 152 F.2d 582,
585 (5th Cir. 1945); First Northwestern Trust Co. of South Dakota v. Internal Revenue Service, 622 F.2d
387, 390 (8th Cir. 1980); Leuschner v. First Western Bank & Trust Co., 261 F.2d 705, 707-708 (9th Cir.
1958).

IRS ILM 199930013 (4/18/1999).

" UFTA §4(a)(2).

' See IRS Gen. Counsel Memo. 39503.

WA FTC v. Affordable Media LLC, 179 F.3d 1228 (9th Cir., 1999); In re: Lawrence, 238 B.R. 498 (Bankr.
S.D. Fla. 1999), aff’d 251 B.R. 630 (S.D. Fla. 2000), aff’d 279 F. 3d 1294 (11" Cir. 2002); S.E.C. v.
Bilzerian, 131 F. Supp. 2d 10 (D.D.C. 2001); and Eulich v. U.S., 94 A.F.T.R.2d 2004-5550 (N.E. Tex
2004).

XXV ETC v. Affordable Media LLC, 179 F.3d 1228 (9th Cir., 1999) at 1241.

¥ Title 26 U.S.C. §679(a).

% Oklahoma allows one to protect up to $1 million in assets in a revocable DAPT (Title 31 O.S. § 31-10).
All other pro-DAPT states require a DAPT to be irrevocable. Colorado may also have DAPT legislation,
however that statutes are not entirely clear as to this matter.

U This time period depends on a state’s statute of limitations. Most states have a four year statute,
however Nevada’s statute is for two years, or six months after a transfer was discovered or reasonably
should have been discovered by a creditor. See NRS 166.170.

I Bor an analysis of why this is so, see the section in this book entitled “Where Should I Form My
Limited Liability Entity? (Considering Choice-of-Law and Other Issues)” as found in the chapter on
Corporations and Limited Liability Concepts. This analysis discusses choice-of-law issues with regards to
LLCs, but it equally applies to trusts.

X Bank One Ohio Trust Company, N.A. v. United States of America, 80 F.3d 173 (6th Cir. 1996). See
also United States v. Rye, 550 F.2d 682, 685 (1st Cir. 1977); United States v. Dallas Nat'l Bank, 152 F.2d
582, 585 (5th Cir. 1945); First Northwestern Trust Co. of South Dakota v. Internal Revenue Service, 622
F.2d 387, 390 (8th Cir. 1980); Leuschner v. First Western Bank & Trust Co., 261 F.2d 705, 707-708 (9th
Cir. 1958).

' Title 11 U.S.C. §548(e).
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i The only states provide unlimited cash value protection for homesteads are lowa, Florida, Texas, Kansas,
Oklahoma. However, Massachusetts does have a healthy $500,000 exemption. See this book’s chapter on
Exemption Planning for more information regarding homestead exemptions.

¥ See this book’s chapter “Equity Stripping: The Good, the Bad, and the Ugly” for more on what equity
stripping is and how it works.

i Eor example, for a self-settled trust’s assets to be safe from creditors, Nevada law requires at least one
trustee to be: “(a) A natural person who resides and has his domicile in this State; (b) A trust company that:
(1) Is organized under federal law or under the laws of this State or another state; and (2) Maintains an
office in this State for the transaction of business; or (c) A bank that: (1) Is organized under federal law or
under the laws of this State or another state; (2) Maintains an office in this State for the transaction of
business; and (3) Possesses and exercises trust powers.” See NRS 166.015.

IV See this book’s chapter entitled “Asset Protection a Judge Will Respect” for more on civil contempt
issues.

™ Title 26 U.S.C. §509.

M See IRS form 990-PF instructions.

*Mi See IRS publication 557, Tax Exempt Status for Your Organization. See also the article at
http://www.irs.gov/charities/charitable/article/0,,id=96114.00.html for an overview of these restrictions and
regulations.

M Two exceptions to this rule may be Alaska and Delaware, which allow business trusts to enjoy some
limited liability. However, these trusts must conform to the statutory requirements.

X TRS Notice 97-24 (1997).

1Alsop v. Commissioner, T.C. Memo. 1999-172; Arcadia Plumbing Trust v. Commissioner, T.C. Memo.
1994-453; Brittain v. Commissioner, T.C. Memo. 1992-277. An extensive list of adverse Tax Court cases
against Pure Trusts may be found at http://www.quatloos.com/taxscams/contrusts.htm.

1f_Ruby Mountain Trust v. Montana Department of Revenue, 2000 MT 166 (Montana Supr. Ct.), 2000.
lff_See also the IRS’s primer on gift and estate taxes in IRS publication 950.

i Title 26 U.S.C. §2503(b). As of 2006, the $10,000 annual exclusion amount has been indexed to
$12,000.

" Title 26 U.S.C. §2513.

" Title 26 U.S.C. §2611(c).

1Vf.Title 26 U.S.C. §§2641 and 2001.

™ Title 26 U.S.C. §2642(c)(2).

I_Vm Eder, Limited Liability Firms Abroad, 13 Univ. Pitt. L. Rev. 193 (1952).

™ WARNING: because Louisiana has not adopted the ULPA, RULPA, the Uniform Partnership Act (UPA)
or its revisions (RUPA), some of this chapter may not apply in Louisiana. The authors are, however,
familiar with Louisiana case law regarding asset protection, and are able to protect Louisiana-situs property
as well as in any other state. Louisiana does allow the formation of limited liability companies.

X The three-tiered corporate management structure consists of the stockholders, who elect the board of
directors to oversee strategic company decisions and who in turn hire corporate officers, who run the day-
to-day affairs of the corporation.

™ Title 26 U.S.C. §§704(a), (b).

lxff.Title 26 U.S.C. §731. See also §§704(c), 736, 737, and 751.

i Title 26 U.S.C. §721(a).

"V Ibid.

™ Title 26 U.S.C. §351.

" See Title 26 U.S.C., Subtitle A, Chapter 2. As of 2007, self-employment taxes are 15.3% of the first
$9__4,000 of taxable income, and 2.9% of any income in excess of $94,000.

i Title 26 U.S.C. §734(b). Note that a §754 election must be in effect at the time of sale for this benefit to
be realized.

il Pitle 26 U.S.C. §743(b). Note that a §754 election must be in effect at the time of sale for this benefit to
be realized.

X Title 26 U.S.C. §752.

™ RULPA (2001), §113.

™ Ibid.

lxxff.ReVised Uniform Partnership Act of 1997 (RUPA), §504.

lxxTn Ibid.

YV Ibid.

™Y RULLCA, §503.
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™ Calif. Corp, Code, §15907.03.

Vi NRS §87A.480(2). Note that the charging order provision is different for Nevada LLCs. NRS 86.401
does not provide for the foreclosure of a charging order, Both the LP and LLC Nevada statutes state that
the charging order is the exclusive remedy of a creditor of an LLC’s member.

1""_“” O.S. Title 18, §18-2034.

XX 1 FC Marketing Group, Inc. v. Cebe W. Loomis, 116 Nev. 896; 8 P.3d 841 (Nev. S.C., 2000) “We
recognize ... that there are other equities to be considered in the reverse piercing situation -- namely,
whether the rights of innocent shareholders or creditors are harmed by the pierce.”; Floyd v. LR.S., 151
F.3d 1295, 1300 (10th Cir. 1998) “In addition, the reverse-pierce theory presents many probleMrs. ... third
parties may be unfairly prejudiced if the corporation’s assets can be attached directly. Although ... our
particular concern was with non-culpable third-party shareholders of the corporation being unfairly
prejudiced, no greater culpability should attach to the third-party corporate creditors harmed by reverse-
piercing in this case.”; Hamilton v. Hamilton Properties Corp., 186 B.R. 991, 1000 (Bankr. D. Col. 1995);
"The reverse piercing theory is an aberration which, if invoked, would prejudice . . . the rightful creditors of
the corporation whose assets are subsumed for the benefit of the creditors of the individual. What of the
creditors of [the corporation] who relied on its separate corporate existence in doing business with it?");
Cargill, Inc. v. Hedge, 375 N.W.2d 477, 479 (Minn. 1985) (holding that in considering propriety of reverse
pierce, "also important is whether others, such as a creditor or other shareholders, would be harmed by a
pierce").

xx Title 26 U.S.C. §2503(b). As of 2006, the $10,000 annual exclusion amount has been indexed to
$12,000.

3 The first of many cases to uphold the use of family limited partnerships for estate tax savings are Watts
v. Commissioner, 823 F.2d 483 (11th Cir. 1987) and Harrison v. Commissioner, 52 T.C.M. 1306 (1987). In
Watts, the valuation discount was 35%. In Harrison, the discount was 45%.

lxxxff.Albert Strangi v. Commissioner of Internal Revenue, 417 F.3d 468 (5th Cir. 07/15/2005).

it grimbell v, United States, 371 F.3d 257, 5th Cir. 2004,

XXXV 1 ited States Tax Court Estate of Albert Strangi, Deceased, Rosalie Gulig, Independent Executrix,

Petitioner V. Commissioner Of Internal Revenue, 115 T.C. 478 (2000).
v gnockout Blow?, Michael E. Kitces, published online at http://www.financial-
planning.com/pubs/fp/20051001024.html.
X 1y re Turner, 335 B.R. 140 (Bkrpt. N.D. Cal 2005). A relevant excerpt from this case states, “an entity
or series of entities may not be created with no business purpose and personal assets transferred to them
with no relationship to any business purpose, simply as a means of shielding them from creditors. Under
such circumstances, the law views the entity as the alter ego of the individual debtor and will disregard it to
prevent injustice.”
lxxxv?- Ibid.
oVl JET A §1(8). Note that the UFTA’s definition was derived from Title 11 USC (bankruptcy code)
§8101(36),(37),(51), and (53).
i hepending on the circumstances, a lien may be perfected by recording a mortgage or deed of trust at
the recorder’s office in the county where the property is located (for real estate), recording a title with a lien
on it at the department of motor vehicles (for vehicles), filing a UCC-1 form with your Secretary of State’s
office (for non-titled property), or by a court’s issuance of a judgment, which can then be used to file
judgment liens.
** One exception is a property tax lien, which will usually take precedence over all other liens, regardless of
when it arose.
**! This act is found in 12 U.S.C. §1701j-3(d). An excerpt is as follows: “With respect to a real property
loan secured by a lien on residential real property containing less than five dwelling units, including a lien
on the stock allocated to a dwelling unit in a cooperative housing corporation, or on a residential
manufactured home, a lender may not exercise its option pursuant to a due-on-sale clause upon—
(1) the creation of a lien or other encumbrance subordinate to the lender’s security instrument

) which does not relate to a transfer of rights of occupancy in the property”.
* A disregarded entity is any entity that is ignored for tax purposes. Instead, all of the entity’s activities
are treated as activities of its owner. Disregarded entities include grantor trusts, single member LLCs
(SMLLCs), and Disregarded Entity Multi-Member LLCs (DEMMLLCs.)
*" See the UFTA §4(a)(2).
* Although §4(a)(2) of the UFTA says that a transfer is fraudulent if no exchange of reasonably
equivalent value is received in exchange for the transfer, it also stipulates that a fraud-in-fact transfer must
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also occur (1) during or shortly before a business transaction in which the remaining assets of the debtor
were unreasonably small in relation to the business or transaction; or (2) the debtor intended to incur, or
believed or reasonably should have believed that he would incur, debts beyond his ability to pay as they
became due. If both of these criteria are not met, then a bogus lien will not automatically be considered a
fraudulent transfer, although it may still be considered fraudulent if the creditor can prove the transfer
occurred “with actual intent to hinder, delay, or defraud any creditor of the debtor” (see UFTA §4(a)(1).)
**¥ Under §1(7) of the UFTA, an insider is a relative, business partner (who has significant control or voting
influence in the business), or a business entity that an individual has significant control over or voting stock
in. Interestingly enough, a business partner who doesn’t control the business, and a business that the
individual doesn’t control (at least directly) is not an insider under the UFTA.

*¥ Occasionally a commercial lender is willing to offer a home equity line of credit up to 125% of the
property’s value; however these loans are often difficult to qualify for unless the applicant has an extremely
high credit score. The interest payment costs remain problematic.

*™ See Title 11 USC §101(37). Note that this definition is in harmony with §1(8) of the UFTA.

*Y Structuring a loan or obligation to be of equivalent value to a lien is a critical consideration under
fraudulent transfer law. See UFTA §4(a)(2).

¥ Although the lien is placed on the asset when the ELOC account is obtained, the lien is dormant for
practical purposes unless the line of credit is used. Once creditor threat arises, the ELOC should be fully
utilized, with loan proceeds being transferred out of creditor reach. We often accomplish this by using
ELOC proceeds to purchase an asset of equivalent value that is unavailable, undesirable, and possibly
exempt under law from creditors, such as an offshore annuity from a major foreign insurance company.

¢ Often those using an ELOC try to claim an income tax deduction on ELOC interest payments. Such
individuals should be aware that the maximum ELOC balance towards which interest payments are
deductible is $50,000 for a single individual or $100,000 for a married couple. See IRS publication 936
(2004) for more information. This publication may be accessed at
http://www.irs.gov/publications/p936/ar02.html#d0e2069.

“ Section 121 of the IRC allows one to sell a personal residence that has appreciated (up to $250,000 if the
seller is single or $500,000 if married) without recognizing taxable gain upon sale. The seller must live in
the personal residence at least two of the five years immediately preceding the sale in order to qualify for
this exemption.

' Title 26 U.S.C. §170(f)(2).

" Title 26 U.S.C. §664(d)(1)(A). These payments may come from the trust’s principal if necessary.

" Title 26 U.S.C. §664(d)(2)(A). These payments may come from the trust’s principal if necessary.

' Title 26 U.S.C. §§664(d)(1)(D), (d)(2)(D).

' Title 26 U.S.C. §§664(d)(1)(A), (d)(2)(A).

" Title 26 U.S.C. §664(c).

™ The validity of the IDGT was verified by Rev. Rul. 85-13, 1985 C.B. 184.

“* See Kove, M. and Kosakow, J.M., “The Defective Grantor Trust as an Estate-Planning Strategy,” Elder
Law Advisory, No. 87, July 1998, p. 2.

“* Because an IDGT is a grantor trust for income tax purposes, transferring a grantor’s limited partner
interest into an IDGT will never trigger recognition of gain.

' §678(a)(2) allows a beneficiary to be the owner of a trust for income tax purposes if his withdrawal
power is “partially released or otherwise modified” and the beneficiary thereafter retains a power that
would normally cause a trust to be treated as a grantor trust (if the grantor had retained the same power)
under §§671-677 of the IRC. In Priv. Ltr. Rul. 81-42-061 (July 21, 1981); Priv. Ltr. Rul. 85-21-060 (Feb.
26, 1985); and Priv. Ltr. Rul. 90-34-004 (Aug. 24, 1990), the IRS confirms that the lapse of a power of
withdrawal is treated as a partial release of power. Therefore, after the lapse the beneficiary remains liable
for trust income taxes so long as he continues to retain a power listed in IRC §§671-677.

! Because there are always some assets that remain outside a living trust, and because other decisions not
involving trust assets may need to be made while the grantor is incapacitated, a durable power of attorney
should be obtained in addition to using a living trust. Because of there relative simplicity, any estate
planning attorney should be able to draft a durable power of attorney.

“ The legal validity of these accounts were established as a result of the case Matter of Totten, 179 N.Y.
112 (1904).

“In the A-B trust arrangement, the “A” trust is included in the surviving spouse’s gross estate, and that
spouse has rights to trust and income and may also (if the trust so allows) have the power to access trust
principal. The “A” trust is often a QTIP, QDOT, or other trust that qualifies for the unlimited marital
deduction (QTIPs and QDOTs are explained elsewhere in this chapter). The “B” trust is a credit shelter
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trust, which the surviving spouse may only receive income from, and which will not be included in his or
her gross estate when he or she dies.

““In a community property state, all marital property is automatically deemed owned 50% by each spouse,
unless there is a written agreement to the contrary (such as a prenuptial agreement, postnuptial agreement,
or transmutation agreement.) This book’s chapter on co-ownerships discusses community property
ownership in greater detail.

“* Title 26 U.S.C. §2042(2).

VI Activities that constitute incidents of ownership are set forth in Title 26 U.S.C. §2042(2), as well as
other sections of Title 26 U.S.C., Subtitle B, Ch. 11, Subch. A, Part IIL.

Y Title 26 U.S.C. §2035(a).
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